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THE FEDERAL HOUSING ENTERPBISES 

FINANCIAL SAFETY AND SOUNDNESS ACT 

OF 1992 



TUSSDAT, MARCH 6, 1996 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

subcommittbe on hud oversight and structure, 

Washington. DC. 
The Subcommittee met at 10:10 a.m., in room SD-638 of the 
Dirksen Senate Office Building, Senator Lauch Fairdoth (Chair- 
man of the Subcommittee on HUD Oversight and Structure) pre- 
siding. 

OPENING STATEMENT OF SENATOR LAUCH FAHtCLOTH 

Senator Faircloth. The Subcommittee will come to order. 

I v/ant to thank our two witnesses for being here this momii^. 
Also, we thank the people in the audience for having an interest 
in what we are doing and attending. 

When I ran for thie Senate in 1992, a common concern that peo- 
ple expressed was the size of the U.S. Government and the Federal 
debt. We all heard it that were running for office. 

Not as much concern was expressed, however, about the contin- 
gent liability of the Federal Government, which, according to the 
President's 1997 budget, is $7.3 trillion. But this liability shoidd be 
of serious concern to our country and certainly to the taxpayers. 
It's made up of direct loans, guaranteed loans. Federal insurance, 
and Government-Sponsored Enterprises [GSE's]. 

This hearing is about maldtu; sure that the contingent liabilities 
under the jurisdiction of this Committee remain just that^— contin- 
gent — and are not turned into real and current Utilities. 

Under HUD's jurisdiction are two of the largest Government- 
Sponsored Enterprises — ^Fannie Mae and Freddie Mac. Tc^etfaer, 
they hold nearly $3 billion in assets, almost more assets tl:^n the 
entire credit union industry. Altogether, they have $1.4 trillion in 
total obligations. They are privateW-held companies, but their secu- 
rities carry the implied backing of the Federal Government. Addi- 
tionally, they have over a $2 billion line of credit with the Treasury 
Deparbnent. 

In 1992, the Congress passed a bill putting tighter regulations on 
these two GSE companies. At the time, some said that it was "a 
solution in search of a crisis." This may be an accurate statement. 
I hope it is. Despite the savings and loan crisis, we have seen no 
real financial problems with tbese two companies in recent years. 
(i> 
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So we have to ask ourselves two questions. Will greater regula- 
tion from HUD and this new office actually hinder their operations 
and make them more likely to need taxpayers' assistance? Or are 
there problems on the horizon that only adequate regulations can 
spot in order to protect the taxpayers? For example, when Congress 
passed the 1992 Act, it set the affordable housing goal at 30 per- 
cent. HUD has increased it to 42 percent. The question has to be 
asked if this one-third increase is in the best interest of the tax- 
payers? These are fundamental questions that this hearing is try- 
ing to answer in its review of the impact of the 1992 legislation. 

Finally, let me say that the question also has to be posed — would 
Fannie Mae, Freddie Mac, and the taxpayers be better off if the 
companies were completely privatized? I think this is a question we 
need to look at. 

I look forward to the testimony of today's witnesses, and with 
that, let me ask Ranking Member Senator Moseley-Braim for her 
opening statement. 

OPENING STATEMENT OF SENATOR CAROL MOSELEY-BRAUN 

Senator Moseley-Braun. Thank you very much, Mr. Chairman. 

Mr. Chairman, we are here today to talk about the mortgage 
market, some of the institutions that participate in that market, 
and about the Government oversight of these institutions. What we 
are really talking about, however, is the American dreeun, the abil- 
ity of every hard-working American to obtain a mortgage to own 
a home. 

The two institutions that are the principal focus of our hearii^ 
this momiM— The Federal National Mortgage Association, Fannie 
Mae; and l^e Federal Home Loan Mortgage Corporation, Freddie 
Mac — ^play a critically important role in over 60 percent of all mort- 
gages under $207,000. That fact demonstrates just how important 
these institutions are to almost every American who wants to buy 
a home. 

Fannie Mae and Freddie Mac are real American success stories. 
For Americans who want to obteiin mortgages, they save literally 
thousands of dollatrs each in interest costs over the life of those 
loans by the lowering of their interest rates. At the same time, 
these institutions are enormously profitable themselves. Last year, 
Fannie Mae made over $2 billion and Freddie Mac earned almost 
a billion dollars. 

A m^or part of the reason they can save American homebuyers 
money while earning such enormous sums themselves is that they 
epjoy substantial Government benefits. They have a $2.25 billion 
line of credit with the Treasury, and that implicit Federal guaran- 
tee of their activities allows their securities to trade at rates just 
sli^tly above Treasury bond rates. They are exempt from the secu- 
rity registration fees charges by the Securities and Exchange Com- 
mission and they are exempt from State and local taxes. 

The Federal Government, therefore, has an oversight responsi- 
bility with regard to their activities. This oversight is essential to 
ensure that Fannie Mae and Freddie Mac are not engaging in the 
kind of high-risk activities that could cost Federal taxpayers enor- 
mous sums of money. But just as importantly, oversight is essen- 
tial to ensure that the enormous public benefits that Fannie Mae 
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and Freddie Mac have been provided with are being passed on, 
passed through, if you will, to American homebuyers, and particu- 
larly low- and moderate-income homebuyers. 

To provide the necessary oversight on an ongoing basis, in 1992, 
Congress passed the Fed^al Housing Enterprises Financial Safety 
and Soundness Act. That law created the Office of Federal Housing 
Enterprise Oversight — OFHEO — a permanent oversight agency. 

This kind of oversight mechanism is essential, it seems to me, 
particularly when one considers that Fannie Mae and Freddie Mac 
are responsible for well over $1 trillion worth of outstandii^ mort- 
gages. A trillion dollars. By the way, Mr. Chairman, I found a note 
that said a trillion dollars was a dollar a second for 23,000 years. 
I just thought I would pass that on. 

[Laughter.] 

In any event, in order to protect and enhance the access to af- 
fordable mortgages for moderate- and low-income working Ameri- 
cans, the Act also established affordable housing goals for the two 
mortgage Govenmient-Sponsored Enterprises or GSE's. 

Using this authority, the Department of Housing and Urban De- 
velopment has recently issu^ three Affordable Housing Goals: 
(Me, requiring GSE's to purchase mortgages from low- and moder- 
ate-income borrowers in specified percentages; two, covering hous- 
ing and underserved areas; and three, covering very-low-income 
units and low-income units in low-income areas. 

Three years of efforts went into the creation of this Rule. I want 
to commend HUD, OFHEA, Fannie Mae, and Freddie Mac for all 
of the hard work that thev have put into it, and for the cooperative 
way that they came together to turn l^islative language to sound, 
workable rules. 

I am pleased with reports that both Fannie Mae and Freddie 
Mac have either already met these goals or are in a position to 
meet them this year. In fact, both Fannie Mae and Freddie Mae 
met or came close to meeting the 1996 goals in 1995. 

This raises the question in my mind whether the goals are 
enough, whether workii^ families, more minority families, more 
inner-city and rural families could realize the dream of homeowner- 
ship with more efficient assistance from the GSE's. 

I look forward to addressing these issues in today's hearing. I 
would like to thank Assistant Secretary Retsinas and Director Al- 
varez for appearing at today's hearing. The safety and soundness 
of Fannie Mae and Freddie Mac and Uieir ability to provide oppor- 
tunities for all potential homeowners is of crucial importance to the 
families of America and I look forward to their testimony, and I 
thank you for convening this hearing. 

Senator Faircloth. Thank you. Senator Moseley-Braun. 

We obviously do not have any other Senators wishing to speak, 
so we will get on with the panel. 

Let me turn to the witnesses now. 

Our first witness is Nicolas Retsinas, the Assistant Secretary for 
Housing and the FHA Commissioner. Our second witness today is 
Ms. Aidia Alvarez, she is Director of the Office of Federal Housing 
Enterprise Overs^ht. The first and only so far, she has held the 
position since 1993. 
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Mr. Retsinas and Ms. Alvarez, I welcome you and thank you for 
coming. Before you begin, let me also assure that your written 
statement will be made a part of the record in its entirety, and we 
will try to keep the oral statements limited. But if you have an 
opening statement, you may, Mr. Retsinas, go ahead with it. 

OPENING STATEMENT OF NICOLAS P. KETSINAS 

ASSISTANT SECRETARY FOR HOUSING AND 

FEDERAL HOUSING COMMISSIONER 

U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 

Mr. Retsinas. Thank you, Mr. Chairman and Senator Moseley- 
Braun, thank you for those kind words. 

1 understand how crowded the agenda is these days, and I appre- 
ciate, Mr. Chairman, you and Senator Moseley-Braun taking the 
time because this is, as you point out, an issue of great substance, 
great gravity, and of great potential. So thank you for doing this 
and for giving us this opportunity, 

I would like to take advantage of your offer, Mr. Chairman, and 
give you the full written statement along with the appendices for 
the record, euid I will do so. 

Senator Faircloth. So ordered. 

Mr. Retsinas. Let me, if I could, spend a few minutes giving you 
an overview of our perception of the performance and the activities 
of the GSE's, the Rule, suid perhaps what the future may hold as 
it relates to those matters, for your consideration. 

I am also pleased to be sharit^ the panel with a colleague and 
friend, Aida Alv£trez. I will be focusing on the mission, on the af- 
fordable housing performance of the GSE's, Eind I am sure Ms. Al- 
varez will be talking on issues related to safety and soundness. But 
as you will see, both issues interface and we will talk about that. 

I want to speak specifically about the 1992 Act, the Federal 
Housing Enterprises Financial Safety emd Soundness Act. First, I 
want to talk a little bit about, in retrospect, the questions you 
posed at the beginning. Does the Act make sense? Was it worth- 
doing? Second, I want to talk about what the GSE's have done pur- 
suant to the AJct over the last 2 or 3 years, and I have some graphic 
information to share with you. I want to talk specifically about our 
Rule that will oversee their activities in the years ahead. And then 
I v/smi to speak for a moment on our observations vis-a-vis the Act 
itself and whether any adjustments axe appropriate, given what we 
have learned over the last couple of years. 

Let me start with the Act. 

The Act passed in 1992, before I was here, but while you were 
all here. And I think, generally speaking, that this is a good Act. 
It received bipartisan support. It would appear to appropriately 
balance the safety and soundness, the contingent liability concerns, 
as you posed them, Mr. Chairman, as well as the affordable hous- 
ing responsibilities. 

As Senator Moseley-Braun points out, the GSE's do receive Gov- 
ernment benefits. They were chartered and created by the Govern- 
ment. In addition, as the Senator points out, they have access to 
a line of credit. They are exempt from certain State and local taxes, 
tlwy are exempt from certain security registration requirements. 
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and they are exempt from other requirements that are posed in 
other fiimncial services institutions. 

I believe the Congress, in its wisdom in 1992, took those into ac- 
count when it set forward a certain mission for afifordable housing 
responsibility. 

The Act now has been in place for several years during this tran- 
sition period. Let's talk a little bit about tt^ performance of both 
Fannie Mae and Freddie Mac during that period. What I would 
like to do is turn your attention, if I could, to the first chart, and 
I believe you have copies of the diarts in front of you. And let me 
try to just walk through them as simply as I can and as directly 
as I can. 

If you look at this, the years relate to calendar years. In calendar 
year 1992, that is, before the Act, if you look at the performance 
of Freddie Mac and Fannie Mae, 24 percent of the units of mort- 
gages purchased were serving low- and moderate-income house- 
holds. The percentages always relates to imits, percentage of units, 
not percentage of dollars. 

For Fannie Mae, it was 28 percent. In 1993, that respectively 
went up to 30 and 34 percent. In our most recent year, 1995, and 
we have preliminary information, so we think this is accurate, 
though we do not have all the final records in, it appeared that for 
Freddie Mac, 39 percent of the units of mortgages that they pur- 
chased went to low- and moderate-income households, cmd in 
Fannie Mae's case, it was 46 percent. 

Senator Faircuxth. Excuse me. If I may interrupt. 

Mr. Retsinas. Of course. 

Senator Faircloth. A unit, of course, means a housing unit. 

Mr. Retsinas. Yes. 

Senator Faircloth. If it's a multiple housing unit, that would be, 
say, 10 in it, that would be 10 units. 

Mr. Retsinas. Ten, right. Each unit. In large measure, because 
of the nature of their business, this is heavily dominated bv single- 
family purchases, the large m^rity. But you're absolutely ri^ht. 
We are counting the niunber of tmits so we can count apples and 
apples as it relates to it. 

So I think it is fair to say, looking over the performance of these 
Government-Sponsored Enterprises over the last 3 years, there has 
been significant prc^^ss in addressing affordable housing needs. 
That is, the reasoning which generated and motivated the Act — 
that we need to address credit needs of low- and moderate-income 
families — appears to be working. The GSE's would appear to be re- 
sponsive to the intent of that Act. And the witness is their actual 
performance — not their will, but their actual performance, which I 
think is aitical. 

Let's talk about the second, which is the very-low income. What 
this goal refers to is helping households of very-low income. Ilie 
low- and moderate-income rdterred to households earning up to 100 
percent of median income. This is generally families under 50 per- 
cent of median income. 

And again, as you can see, during the transitional years, 1993 
and 1994, Fannie Mae exceeded by a factor of 30 percent their Spe- 
cial Affordable Housing Goal. Fieddie Mac exceeded in the single- 
family arena by 10 percent. In the multifamily arenas, and Senator 
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Moseley-Braun, you may recall this from the testimony 2 years ago, 
Fannie Mae has been more successfiil during the transitional pe- 
riod on the multifamily loans. 

As you recall, we were mutually concerned last year about the 
performance of Freddie Mac. As you can see here, during 1993 and 
1994, Freddie Mac did not achieve its multifamily goals under the 
Special Affordable category. You can also see, in 1995, however, the 
news picks up for both. Fannie Mae continues to exceed their mul- 
tiiamily Special Affordable Housing Goals, and now Freddie Mac, 
in 1995, is also significantly exceeding its multifamily goal. 

So the concerns that you and oth«« raised 2 years ago has ap- 
parentiy resonated in terms of their p£ui;icipation in the market- 
place. Both are now achieving their multiffunily goals. 

l«t me now look at the next chart which relates to — ^we will see 
it t(^ther when it comes up — Central City Goals. 

As you know, the Act speaks of three goals. It speaks of Low- 
and Moderate-Income households, which is the first chart we 
talked about. It speaks about Special Affordable, which is veiy-low- 
income households. But there is also a get^aphical 

Senator Faircloth. What was it? 

Mr. Retsinas. The Special Affordable was for very-iow-income 
households. 

The third goal was geographic. I might add, parenthetically, if 
one of the GSE's makes a loan for a very-low-income household in 
a geographically-targeted area, ihey get credit for all three goals. 
It's not mutually exclusive. 

In this particular case, in 1992 — using the transitional Central 
City definition — 22 percent of the units Freddie Mac purchased 
were in central cities. For Fannie Mae, the respective number was 
26 percent. In 1993, the Freddie Mac activity went up slightly to 
24 percent. The Fannie Mae activity stayed at about 26 percent. In 
1994, Freddie Mac went up a little bit to 25 percent, /uad Fannie 
Mae went up significantly to 31 percent. And our preliminary infor- 
mation from IESs shows a slight fall-off for both Freddie Mac and 
Fannie Mae. 

The assessment of these numbers is for 1993, 1994, and 1995, 
Fannie Mae met or exceeded its Central City Goals. I r^ret to in- 
form you that for 1993, 1994, and 1995, Freddie Mac has not 
achieved its Central City Goals that were set for the transitional 
period. 

Let's talk about one other chart that really is not a goal, but I 
know it certainly is one we are aware of and was an interest of the 
Committee in 1994, when we last had the opportunity to testify. 
And that reaUy has to do with the mortgage purchases made to mi- 
nority borrowers. What we have done here is track 

Senator Faircloth. If you don't mind, put it on the other stand. 
It's easier to see. 

Mr. Retsinas. Sure. 

Senator Faircloth. Thank you. 

Mr. Retsinas. Is that OK, Senator? 

Senator Faircloth. Yes. 

Mr. Retsinas. As you can see, we have tracked the different sub- 
categories of the minority borrowers — ^African-American, lUspanic, 
other, and Asian-Pacific. 
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In 1993, Freddie Mac's percentage that went to minority borrow- 
ers was 12.9 percent. In 1996, last year, it went up to 15 percent. 
For Fannie Mae, in 1993, it was 13 percent. In 1995, it was 18.5 
percent. Clearly, that varies within the subcategories. 

For example, and, again, you have the detailed information be- 
fore you, let's look at African-American homebuyers. For Fannie 
Mae, in 1993, that number is 2.3 percent. In 1995, that increased 
to 4.5 percent. For Freddie Mac, in 1993, it was 3 percent. In 1995, 
it — ^Tm sorry. For Freddie Mac, in 1993, it was 1.7 percent; and in 
1996, it increased to 3.3 percent. So there has been some increase 
in tiie percentage of mortgages to minority borrowers. 

Generally speaking, the performance of the GSE's is at a market 
level, both when looking at comparable institutions and when look- 
ing at the imiverse of the marketplace. In the written testimony, 
we give you some additional comparisons with other kinds of insti- 
tutions. Again, in general, there has been progress. But, we believe 
this is something tiiat we need to continue to be vigilant on. 

Senator Moseley-Braun. Mr. Retsinas. 

Mr. Retsinas. Yes, Senator. 

Senator Moseley-Braun. On this chart, the Hispanic community 
is seeing a greater increase and looks like greater volume overall. 

Mr. EtETSlNAS. Right. 

Senator Moseley-Braun. Is that correct? 

Mr. Retsinas. Yes, it is. Let me give you the specific numbers 
as an exjunple. In 

Senator Moseley-Braun. How does that happen? 

Mr. Retsinas. Let me give you the numbers and I will speculate 
with you. 

Senator MOSEley-Braun. OK. 

Mr. Retsinas. For Fannie Mae, in 1993, it was 3.4 percent. In 
1995, it was 5.94 percent, not quite doubling. For Freddie Mac, it 
was 3.3 in 1993, aad 4.5 in 1995. In many ways, that number re- 
flects the growing numbers. The percentage increases in that popu- 
lation are larger percentage increases. 

Senator Faircloth. The Asian-Paciiic seems to be growing, but 
maybe not as rapidly as the Hispanic. 

Mr. Retsinas. In absolute numbers, the percentage, for example, 
of Fannie Mae of the Asian-American, it was 4.4 percent of their 
total mortgages in 1993. In 1995, it was 4.26 percent. So it did go 
down a little bit. And similarly, for the Freddie Mac numbers. 

Senator Faircloth. But it would be interesting seeing the fig- 
ures as to how they compare and break out. 

Mr. Retsinas. We will have that for you. 

Let me spend a moment or two talking about the Rule, that I re- 
ferred to previously, which was published for effect earher this 
year. Let me make a couple of comments about it. 

First, Tm pleased to say on behalf of Secretary Cisneros, that the 
Rulemaking process exceeded the openness requirements of the 
statute, wluch is to say we reached out more, we consulted more, 
we talked more, we listened more. So I believe that there was a full 
airing of issues and concerns during the Rulemaking process. Wit- 
ness the extensive commeiitB that were received and the dialogue 
that took place. 
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Second, I believe that the Rule is consistent with the intent of 
the Act. We looked very carefully at the balancing act the Congress 
undertook when it passed the Act in 1992. The balance that talked 
about setting goals, that talked about having these GSE's lead the 
marketplace. But at the same time, we did not want to be intrusive 
in what we both have labeled our success stories in terms of these 
institutions. So we tried to achieve that balance. 

In terms of the goals, we believe the goals are reasonable and 
balanced. And again, I'm going to go back, if I could, to that first 
chart. We have set and we have applied the goals equally to both 
institutions as it relates to the Low- and Moderate-Income Gioal. 

In 1996, the year we are in now, we have set as a goal 40 per- 
cent. And for the years 1997, 1998, and 1999, we have set as a goal 
42 percent. In setting those goals, the statute instructs us to take 
six different fsictors into consideration. Let me walk throi^h those 
factors, if I could. 

First, "What are the housing needs of this Nation?" Clearly, the 
greater the housing needs, the higher the goal, generally speaking. 

Second, "What are the economic conditions that e&iat in the mar- 
ketplace and are likely to exist during the period ensuing?" 

'Aiird, you asked us to look at the actual performance of the 
GSE's. Asisess what have they been able to do, and factor that into 
the goal setting process. 

Fourth, you asked us to look at the size of the conventional mar- 
ketplace as it relates to these different categories. 

Fifth, you Etsked us to assess the ability of these Enterprises, to, 
quote, using words from the statute, "to lead the industry." How 
can they be leaders and not followers? 

And sixth, very, very important, you asked us to be mindful of 
the financial condition of those institutions. 

So it, indeed, is a balancing act, as was the original statute. And 
we have heard the constructive criticism that you both offered this 
morning. On the one hand, are they set too mgh? Are they intru- 
sive? Do they cross that line? Or, on the other hand, given the fact 
that they have exceeded many of these goals, are they set too low? 
I might add. Senator, when I hear those kinds of criticisms, I 
think, well, maybe we hit it pretty close to where it ought to be. 

If you look at the Low- and Moderate-Income Goal, as you can 
see, Freddie Mac is on the verge of achieving that goal. With some 
attention and some focus, I am confident that they CEm reach this 
goal in 1996. Fannie Mae already exceeds this goal. We did not 
W£mt to game this in any way, so we have tried to set the goals 
at reasonable, achievable levels. 

As it relates to Special Affordable, we have tried to make this 
goal even more focused. It's a little bit like comparing apples and 
oranges when you look year to year. But, again, we want to make 
sure that in meeting the Affordable Housing Goids, we pay special 
attention to people of very-low income. 

And agiun, if you look at the numbers, Freddie Mac, with some 
attention, will be able to meet the goal for 1996. We do not have 
the 1995 numbers. They are not in yet. 

Fannie Mae met the goal and exceeded the goal in 1994, and 
from all preliminary indications, met the goal in 1995. They appear 
to have the capacity to meet these goals. 
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And last, on central dties, as per the instructions of the Act, we 
have looked carefully at the doimtion of central cities. I shared 
with you some maps that I do not have large blow-ups on. Your 
handouts contain maps with colors that show how we have rede- 
fined the Central City Goals. Hie original Central City Goats we 
thought was broad, too broad, and left some anomalies. 

For example, under the original Central City Goals, communities 
like Patterson, New Jersey and Compton, California didn't qualify. 
And yet, parts of Washington, DC, like Georgetown, did qual^ to 
meet the Central City Goal. So we have now redefined that goal 
to make it more targeted £ind focused on areas that are under- 
served. 

If you look St these maps you can generally pick out those parts 
of your communities that are underserved, which will be the focus 
of the newly-deferred, geographically-targeted goal. 

So while the numbers would appear to be somewhat less in 
terms of performance, in part, it is because it is a more focused 
goal on underserved areas. 

Let me conclude, £ind I apologize for going on so long, with some 
comments on the Act itself, if I could, to take you up on youx offer. 

I do believe, as I said before, that the 1992 Act was an appro- 
priate balance of the safety £ind soundness concerns that you ar- 
ticulate on behalf of the American taxpayer and an appropriate 
mission for these institutions that were created by the Government 
and continue to receive Government benefits. 

There is no piece of legislation that is perfect and I am not going 
to argue or say that this is perfect legislation. But in an industry 
of the scale of this industry, I would suggest that we consider very 
carefully before we make m^or changes to the law. 

I thirik we need more time. I think the Act is working. I think 
the GSE's are addressing affordable housing needs. There are some 
areas where we need to focus — some of the Central City Goals and 
multifanuly purchases. But overall, it is working. So I helieve it is 
premature to consider any changes in the Act because I believe it 
is working. It is achieving the desired balance. 

Mr. Chairman, Senator Moseley-Braun, I would be happy to an- 
swer any questions you might have. 

Senator Faircloth. Thank you. But first we will hear from Ms. 
Alvarez. 

OPENING STATEMENT OF AIDA ALVAREZ. DIRECTOR 
OFFICE OF FEDERAL HOUSING ENTERPRISE OVERSIGHT 

Ms. Alvarez. Thank you, sir. 

I am delighted to have this opportunity to report to you, Mr. 
Chairman, £ind Senator Moseley-Braun, on the activities of the Of- 
fice of Federal Housing Enterprise Oversight, OFHEO, as we meet 
our responsibilities under the Act. 

This is really my first opportunity to provide a report on my of- 
fice. It's a relatively new office, as you noted. I hope you will bear 
with me as I tell you a little bit ^>out the office and the nature 
of the responsibilities. 

I appreciate youx accepting my testimony and I do have a pre- 
pared stetement. And no charts. 

[Laughter.] 
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To begin with, the legislative history makes clear that the Con- 
gress was concerned that the Federal sponsorship of Fannie Mae 
and Freddie Mac not result in a cost to Uie taxpayer. Although the 
debt securities that are issued or guaranteed by these companies 
carry a disclaimer stating explicitly that they are not guaranteed 
by the U.S. Government, it's clefir Uiat for years, financial market 
participants have perceived that Congress would not permit these 
obligations to default. And that perception, of course, is not only 
based on the important role that these two companies play in the 
housing finance arena, but on the special privileges — ^that you, sir, 
and Nic, my colleague, outlined — privileges that are not generally 
provided to private firms. 

We view it at OFHEO as our job to make sure that Congress is 
never forced into a difficult position of having to decide whether to 
bail-out these companies. 

The possibility of such a situation occurring is not purely hypo- 
thetical. Back in 1987, another GSE', the Farm Credit System, 
needed and received Federal assistance. That has never been the 
case with Fannie Mae or Freddie Mac. But Fannie Mae did come 
perilously close to needing some assistance in the 1980's when, by 
some estimates, the values of its liabilities exceeded the market 
v£ilue of its assets by one-fourth. 

Senator Faircloth. What year in the I980's? Was that the early 
1980*8? 

Ms. Alvarez. That was in the early 1980's, when they were los- 
ing $1 million a day. 

Senator Faircloth. When interest rates were up at 20 percent? 

Ms. Alvarez. Excuse me. 

Senator Faircloth. When interest rates were at 20 percent, or 
whatever? 

Ms. Alvarez. That's right. There wfis a mismatch between their 
assets and their liabilities. As you've noted, both companies have 
$1.4 trillion of obhgations outstanding, which is actually more than 
half the total volume of insured deposits of all banks Euid thrifts. 
So it's m^or business. And a failure that could cost even a small 
fraction of that amount could still be catastrophic. 

In doing our job, we take into consideration three principal 
sources of risk to Femnie fmd Freddie. To begin with, unanticipated 
changes in interest rates is one important source of risk. And while 
the interest rate risk on loans that are securitized is small, both 
Fannie Mae and Freddie Mac retain on their balance sheets a very 
large and growing portion of the loans that they purchase. On 
these assets, they do accept a degree of vulnerability to large 
swings in interest rests. Together, these two companies now own 
more than $360 billion of mortgages, which is more than twice as 
much as they held when the law creating OFHEO was passed. 

They are also exposed to credit risks on the mortgages that they 
own or guarantee, and that's the second source of risk. Credit risk 
has conSnued to grow rapidly in recent years. Their overall volume 
of assets at risk, including both the mortgages they own and those 
they have securitized, has doubled in the past 5V2 years. 

"Hie third source of risk is management luid operations risk. The 
financial well-being of these two institutions depends critically on 
the strength and the effectiveness of their financial controls, the re- 
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liability of their information and data processing systems, and their 
management's adaptabiUfy to fundamental changes in the market* 
place. 

The question now is what ia OFHEO doing about this? How do 
we assess those risks? 

Well, our business is to ensure that these two companies main- 
tain si^dent capital and operate in a safe and sound manner. Ac- 
cordingly, OFHEO must develi^ a sophisticated, risk-bfised capital 
standard. We conduct risk-focus examinations, and we conduct suf- 
ficient research into Enterprise and industry developments to £ui- 
tidpate future potential risks and to properly design our capital 
standards and examinations, 

I am happy to retKot that OFHEO has made, I think, significant 
progress in each <n these areas. When I was appoioted Director of 
OFHEO in Jime 1993. 1 was also the first employee. In a relatively 
short amotmt i^ time, I have assembled what I believe is a top- 
flight staff, with experience in fiimiwinl markets and financial in- 
stitutions regulation, which of course was my top priority. And I 
believe we now have neariy a fiill complement of the folks that we 
need to do this job. 

Senator Faircloth. How many people do you have on your staff? 

Ms. Alvarez. We now have 6S people on our staff. 

Senator FAIRCLOTH. Fif^-five? 

Ms. Alvarez. Sixty-five. 

Senator FADtCLOiH. Sixty-five. 

Ms. Alvarez. Yes, we are almost fully staffed for the year. 

In the area of camtal supKrision, we are responsible for admin- 
istering two tjrpes of capital standards. 

The nrst is primarify based tm leverage ratios for balance sheet 
assets and off balance sheet obligations. And it establishes what in 
tiie l^islation is described as a minimum capital level for each En- 
terprise. OFHEO published a {noposed rule for determining the 
minimum capital levels last year, and we expect to have the final 
rule by this spring. 

The second capital adequa^ standard is m(»« important because 
it is tailored more carefiuly to the specific risks of the Enten>rise 
activities, ^d this standard will be much more sophisticated than 
the existing capital standards for other finandal institutions. 

Last spring, we putdished an advance notice of proposed rule- 
making concerning that risk-baaed capital r^ulation. The ANPR 
asked for conmients on a wide range (» issues that must be dedded 
in deragning this r^ulation. Since then, OFHEO has made excel- 
lent progress. Just hist week, I am happy to report, we submitted 
a proposed rule concerning two importont pieces of the stress test 
to OMB for interagency clearance. And we expect to be able to send 
to Congress and publiui the proposal in 2 to 4 months. 

We nave also made considerable progress in the other prindpal 
areas of stress test develc^iment anid we plan to have a complete 
stress test by the end (^ this year. 

The other major focus of OFHEO's activities is the e x a m i n ation 
area. The appn»u:h that weVe fcdiowed over the past 2 years con- 
centrates on evaluating tbe management and operations systems 
and, in particular, the mt>oe8Bes used by each of the Enterprises to 
identify and control ezpobyjie to risk. 
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What we do, first of all, is start with a big picture appraisal of 
management structure, planning strategy, audits, find control sys- 
tems, and then we move to a more detailed investigation where our 
appraisal indicates that it's WEirranted. We believe that this is a 
relatively unobtrusive approach that concentrates our efforts in the 
most critical areas and minimizes the burden on the regulated in- 
stitutions. And I believe that the other regulators of financial insti- 
tutions are moving increasingly in this direction. 

Most of our findings and the work of our office are contained in 
the annual report wmch we send to Congress each year. Last year, 
in that annual report, we described the results of our first on-site 
exams of the two Enterprises. Unlike other regulators, we are re- 
quired to send our reports directly to Congress, which gives you an 
opportunity to know of Jiny major problems shortly after we do and 
before they show up in poor operating results. 

I would like to talk briefly about the first set of our exams which 
tai^eted the use of derivatives contracts, which I know has been 
of great concern to the Congress. This exam started at about the 
time of a nimiber of disturbances back in 1994. 

What we concluded was that the use of these contracts by the 
Enterprises posed no significant safety and soimdness concerns. We 
did make a number of reconunendations for change with regard to 
risk management, but we concluded that the Enterprises use these 
instruments safely. They use them basically to access funds at a 
lower cost. They are not speculators. They are not dealers. Our rec- 
ommendations related to improvii^ their risk msuiagement and in- 
tem£il controls. 

Senator Faircloth. They use them for what? 

Ms. Alvarez. To lower the cost of funds. This way they can 
structure 

Senator FAIRCLOTH. You mean to hedge. 

Ms. Alvarez. Yes. That's right. 

Senator Faircloth. OK. 

Ms. Alvarez. That, too. And both Enterprises complied with our 
recommendations in a satisfactory manner. 

We are now finishing a very important set of examinations on 
the Enterprises' risk-management structures, their controls, and 
their practices. We haven't completed that report yet, so I can't 
share the results with you today. But they will be included in the 
annual report, which, as required by statute, we will get to you by 
Jxuie 15th. 

In the area of affordable housing, which Nic so ably testified on, 
OFHEO participated in the interagency comment process for 
HUD's Affordable Housing Rule, which has been adopted in a final 
form. Both Enterprises have increased their activities in this area 
markedly during the legislative and rulemaking process that pro- 
duced the requirements. But it is important to note that for the 
past 2 years, as Nic did note, Fannie Mae has already been achiev- 
ing all of these goals at the 1997 to 1999 levels. Freddie Mac is not 
yet at those levels, but they're within 10 to 20 percent. 

I do not beUeve that these goeds should force either of the Enter- 
prises to sacrifice overfill safety and soundness. Each has already 
shown an ability to meet or approach meeting the goals, with no 
indication that doing so will substantially reduce, for example, the 
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rate of return on equity, which in both cases has been consistently 
more than 20 percent in recent years. And I expect that they will 
continue to make progress in learning how to do this business suc- 
cessfully, and that they will keep the risks involved well within the 
acceptable bounds. 

We will, of course, continue to review the sirea by following close- 
ly their new initiatives in our examinations and our off-site mon- 
itoring. We will also require the companies to hold adequate capital 
as part of our risk-based capital standard to protect against risks 
associated with affordable housing activities. 

Looking forward, OFHEO needs to maintain the flexibility to re- 
spond to rapid changes in the mortgage finance industry. Fannie 
Mae find Freddie Mac fire changing with the industry fmd, in many 
respects, they are leading the industry. In just the last yefu- and 
a half, we have seen strong movements towfird automated under- 
writing, credit-scoring, find consolidation in mortgage banking. We 
have seen a variety of new trends in mortgage trfmsactions at the 
Enterprises, including 97 percent LTVs, use of lender-provided 
spread accounts as credit enhancement, reverse amortization mort- 
gages, fmd securities involving home equity loans and B&C class 
mortgages, llie Enterprises fire also becoming more involved in the 
proMSS by which credit reports, appraisals, and title insurance are 
provided. 

Mr. Chairman, I know that you and others on the Banking Com- 
mittee have questions about OFHEO's location at HUD. Our rela- 
tionship with the rest of HUD has worked well and, I beUeve, to 
our mutual benefit. Our respective roles in regulating Ffinnie Mae 
and Freddie Mac are, of necessity, interrelated. Being in the same 
Department with the programmatic regulator of the Enterprises 
has faciliteted communications and the sharii^ of expertise. As an 
example, we were able to express our views on the safety and 
soundness aspects of HUD's affordable housing regulations more ef- 
fectively and earlier by virtue of our association. 

At the same time, mough, we are well aware of the potentifd for 
a difference of views reflecting the different natures of our respon- 
sibilities. Congress was filso cognizfmt of this potentifd in designing 
our structure. While we are within HUD, we ftre substantially 
independent of HUD in all of our regulatory activities bearing on 
safety and soundness. The Secretary of HUD has no authority over 
our uifety fmd soundness regulations, enforcement, or examination 
activities. Nor does he have any authority over our budget or the 
mfinagement of our office. 

I think that is well understood at both OFHEO and at other sec- 
tions of HUD. To help ensure that no misunderstandings devel- 
oped, I decided as one of my first acte to move OFHEO out of the 
HUD buUding, so that we are not physically located at HUD. We 
are at 17th and G. 

Given our mutual interests, I think the decision to place OFHEO 
in HUD was a wise one. I see no reason to change it. But I think 
that the most important decision the Congress made in designing 
our structure was to provide OFHEO with the same type of inde- 
pendent authorities that are granted to other financial institution 
regulators. Those measures of independence which create account- 
ability and credibility are nec^gsary for OFHEO to do an effective 
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job. Mr. Chairman, the structure that vou proposed for OFHEO in 
your bill, S. 1145, clearly recognizes the importance of this inde- 



One aspect of OFHEO's independence is particularly relevant 
today. LiSe the other financial r^ulators, I am able to give you, 
and I am giving you my views. You can be confident that any infor- 
mation I give you about Fannie Mae or Freddie Mac has not been 
screened or altered by HUD or anyone else. 

Thank you, and I will be happy to answer any questions that you 
may have. 

Senator Faircloth. Thank you, Ms. Alvarez. 

I have a number of questions and I guess the first question I 
have is for both witnesses. Currently, are Fannie Mae £uid Freddie 
Mac in sound financial condition? Is there anything on the horizon 
that poses a threat to their condition that Congress should be 
aware of? 

Ms. Alvarez. I think that— and in our report to Congress, we in- 
dicated that — we don't see any prcAileros in the near-term for either 
Enterprise. 

They continue to be very pnrfitable institutions. They posted 
record profits of $3 billion between the two of them last year. Their 
return on equity for several years has been over 20 percent. 

I think with low mortgage rates and stable housing prices, the 
outlook for the housing market is good. And even whra^ there has 
been a bit of an increase over the past several quarters with re- 
spect to delinquencies, they actually still have historically low rates 
of delinouencies, and so, they remain at a manageable level. 

I think that with respect to the long term, we do have to keep 
paying close attention to the Enterinises because, as I outlined in 
my testimony, they are leading many changes in the industry and 
those changes have consequences that need to be watched. 

Senator Faircloth. Mr. Retsinas. 

Mr. Retsinas. I would concur in that assessment. I am certainly 
not aware of ai^ activities on the horizon which might in any way 
undermine or jeopardize their financial condition. 

I would note that the mortgage marketplace and the capital mar- 
kets are rapidly evolving. I do beUeve that these institutions are 
well positioned during that evolvement. But I would not underesti- 
mate the evolving changes in the marketplace. 

Senator Faircloth. Mr. Retsinas, HUD increased the Affordable 
Housing Goal from 30 to 40 percent this year and 42 percent in 
years tmer that. 

Mr. Retsinas. Right. 

Senator Faircloth. This is a one-third increase in the goal, and 
Freddie Mac did not even meet this goal in 1995. Do you think the 
goal impairs the safety and soundness of Fannie Mae, Freddie 
Mac? Do you see any way it could? 

Mr. Retsinas. I do not believe it does. As I indicated during my 
remarks, it is a balancing act. The goal is increased, but, really, it 
is increased less than the increase in their own activities. Agam, 
as you can recall from the charts, for example, Fannie Mae already 
far exceeds the goal from the preliminary information we have in 
1996. and it appears that Freddie is essentially at the goal also in 
1996. So I am confident that tboae oiganizations will not only meet 
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those goals, but also I am relatively confident that they will con- 
tinue to exceed the goals. 

Senator Faircloth. My question, though, we know that they can 
meet the goals but will it affect the financial integrity of the com- 
panies? And, is it potentially damaging or in any slight way to 
the — ^well, I will ask for the profitability and to the stability of the 
company? 

Mr. IteTSiNAS. I do not believe so because if we had thou^t so, . 
we would not have set the goals at the level we did. But let me 
elaborate beyond that. Again, I have great respect and confidence 
in the ability of these organizations. But in addition, there are 
other reviewers. As my colleague, Ms. Alvarez, says, we have com- 
munication with her office to make sure that she is awEire, and she 
is one watchdog over that issue £uid gives us consultation. 

I also, Mr. Chairman, look at the marketplace. As I look at the 
market and its assessment when the final goals were recently pub- 
lished, when the Act was passed, and when the transitional goals 
were initially published, there has really been no diminution in the 
market's expectation in terms of performance of these organiza- 
tions. 

Senator FAIRCLOTH. You mean the stock price. 

Mr. Retsinas. Bight. The Department believes that the goals are 
reasonable. As Ms. Alvarez reported in her own testimony, her of- 
fice does not believe that the goals would impinge on safety and 
soundness and it appears the market has that same perspective. 

Senator Faircloth. Weil, of course, the market has been ex- 
tremely strong since you have instituted the goals, too, on every- 
thing ^etty much. 

Mr. Retsinas. We won't take full credit for that, but thank you. 

[Laughter.] 

But you can, if you like. 

[Laughter.] 

Ms. Alvarez. Mr. Chairman. 

Senator FAIRCLOTH. Yes. 

Ms. Alvarez. Just to add to what my colleague Nic has said, I 
think what matters here is the speed with which goals are in- 
creased. And I think there's an understanding by HUD that any in- 
crease has to be gradual. If there were to be a very abrupt, sudden 
increase in a goal to a level well beyond their current achievement, 
we would certainly be concerned. But I don't think that that's like- 
ly to happen. 

Senator Faircloth. Ms. Alvarez, you sfiid they were holding 
more of their own paper. 

Ms. Alvarez. Bight. 

Senator Faircloth. Is this more of the affordable housing loan 
paper or is it more of their paper across the board? 

Ms. Alvarez. Across the board. 

Senator Faircloth. Are you having any trouble selling the af- 
fonlable housing on paper? Does it move as well as the other? 

Ms. Alvarez. I would suggest that a return on equity of over 20 

E errant is an indication that these companies are in a good line of 
usiness. ThaX includes the affordable housing paper. 
I have never heard anything to indicate otherwise — that Fannie 
Mae and Freddie Mac believe tbey ^^ ^ ^^ right line of business 
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and that they are doing vei? well, frankly, as they also achieve 
these goals. It serves the public and it serves the companies. 

Senator Faircloth. Well come back to that later. 

Senator Moseley-Braim. 

Smator Moseley-Braun. Thank you very much, Mr. Chairman. 

Ms. Alvarez, I sit on the Finance Ckimmittee as well and there 
has been a lot of debate on that Committee about the tax polity 
changes, specifically changes, or repeal, actually of the home mort- 
ga^ interest deduction. 

There have been some studies to surest that the repeal of the 
home interest deduction would cause a decline in home prices of as 
much as 16 to 25 percent. The question is would a repeal of the 
mortgage interest deduction raise safety and soundness issues for 
the GSE's? 

Ms. Alvarez. I wouJd say certainly the issue of the flat tax and 
eliminating the mortgage interest deduction 

Senator Mosgley-Braun. We could get rid of the mortgage inter- 
est deduction without having a flat tax. 

Ms. Alvarez. That's true. 

Senator Moseley-Braun. But just that specific issue. 

Ms. Alvarez. This is the sort of issue that we study as it evolves. 
It's obvious that one point of view is that it would lower the value 
l>f housing and that that could increase the possibility of losses 
from defaults. 

So ftttm a safety and soundness perspective, we woiild be con- 
cerned about wheuier in fact it would result in an increase of losses 
from defaults. But I couldn't say right now that this would nec- 
essarily reuse a safety and soundness alarm. 

Senator Moseley-Braun. Would you look into that and get me 
a letter of response in writing on that issue? 

Ms. Alvarez. Absolutely. 

Senator Moseley-Braun. Thank you very much. 

The second issue is having to do with the historical, the financial 
performance between — and this gets to Senator Feiircloth's question 
or the issue about privatization — specifically on the issue of the 
performance and return on equity of these institutions. 

You mentioned in your statement that the return on equity is in 
the 20 percentile, or 20 percent, or thereabouts. Actuedly, in 1994, 
for Fannie Mae, the return on equity was 24,3 percent. For Freddie 
Mac, it was 23.2 percent. For the private sector, at the same time, 
for banks, commercial banks, FDIC-insured commercial banks, the 
return on equity was, in 1994, 14.6 percent. 

Now, given me fact that the GSE's enjoy basically almost a 50- 
basis point advantage vis-a-vis the commercial banks, the question 
is, therefore, is it not the case, or does it not suggest that in light 
of these enormous profits by the GSE's, that perhaps they may be 
creaming the market or taking risk-averse behavior steps with re- 
gard to the secondary markets, generally, as opposed to the private 
sector that suggest a too-conservative ai^iroach to the lending ac- 
tivity or purchasing activity or, alternatively, creaming of what's 
out there? 

Ms. Alvarez. Well, it is certainly our mission to ensure that 
these companies manage risk carefully and that they continue to 
be healthy. 
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And we have observed that in areas where they are venturing 
out to take more risks, that they tend to take a pilot prqject ap- 
proach, which we think is a very good approach to take. With, for 
example, the 97 percent LTV loans or reverse amortization loans 
we expect them to do things on a smaller scale first, to ensure that 
they can then grow in those lines of businesses safely. 

I think the two companies are in the business of fulfilling their 
charter and also of making money. And I think they try to balance 
both of those activities. That isn't necessarily creaming. 

Senator Moseley-Braun. Maybe that was too strong a word. Let 
roe try another one. In looking at delinquency rates, the private 
sectors delinquency rates, 0.64; Fannie Mae, 0.57; and Freddie 
Mac, 0.57. So it appears, therefore, that the private sector has a 
higher delinquency rate. 

Here you have private sector higher delinquency rates on the 
mortgages, a lower return on equity, and the Federal Government 
is giving, again, a 50-basis point advantage to these GSE's. Does 
that not suggest that perhaps they're being a little too conservative 
in their outreach? 

Ms. Alvarez. These companies are taking on some business that 
may be riskier than they nave in the past. They may experience 
higher losses on some of those loans. We actually have some con- 
cerns about that, except that they appear able to manage their 
risks. 

Overall, the companies are healthy, which means that they have 
been able to assume these risks and msike money. I think it's really 
up to HUD to decide to what degree HUD would want to be more 
a^ressjve going forward. But as I cautioned before, it's very impor- 
tant that changes occur gradually. Any sort of abrupt change could 
lead to problems. 

Senator Mqseley-Braun. Well, but that kind of gets to the point,. 
and Mr. Retsinas, you can pitch in whenever you get ready, with 
re^rd to low- and moderate-income mortgage purchases. 

Fannie Mae is outperforming Freddie Mac. You've gone through 
the whole issue. Specifically on the issue of the central cities, it ap- 
pears that there's been a real problem with Freddie Mac in terms 
of multifamily housing. 

So, again, in light of the profits, the loss ratios, the advantage 
over the private sector, would that not suggest that it makes more 
sense for these institutions to do more in terms of low- and mod- 
erate-income housing, in terms of central cities, and, again, in 
terms of the part of the portfolio in which the private sector would 
be at a dlsadvant^e vis-a-vis these entities? 

Mr. Retsinas. Clearly, we concur with the spirit of your re- 
marks, which I would interpret — and tell me if it is a correct inter- 
pretation — that in return for substantial public benefits — the Gov- 
ernment assistance that you outlined in your openii^ remarks — it 
is appropriate to ask that these institutions help fulfill the credit 
neeas of communities and households all through this country. 

We need to ensure in doing so that they pay special attention to 
those who are traditionally underserved, wmch is why we have 
sii^ested some increases in the goals, mindful of the balancing act 
that Senator Faircloth talked about. 

But we think increases are appropriate and we've su^ested so. 
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Senator Faircloth. Thank you. 

Senator Moselgy-Braun. I have other questions, Mr. Chairman, 
but ni wait because the light went off. 

Senator Faircloth. All right. Well go several rounds, as many 
as you would like. 

Senator Moseley-Braun. OK. Fine. 

Senator Faircloth. As for your question on the impact on the 
flat tax and removing the mortgage interest deduction, I do not 
think that President Dole will support that. 

[Laughter.] 

Senator Mosblby-Braun. Good. Then we don't have anything to 
worry about do we? 

[Laughter.] 

Senator FAIRCLOTH. Ms. Alvarez. 

Ms. Alvarez. Yes. 

Senator Faircloth. What is the minimum capital for the two 
companies? 

Ms. Alvarez. The OFHEO has two capital standards. The second 
is the risk-based capital stress test which we are in the process of 
developing. But the first, which is the one that I immediately im- 
plemented once I was installed as Director, is the minimum capital 
requirement. And right now, both companies are classified as ade- 
quately capitalized. What that means is that Freddie Mac, for es- 
ample, has a minimum capital requirement of $5.6 billion, and is 
holding core capital of $5.8 biUion. Faimie Mae has a minimum 
capital requirement, using the ratios in the legislation, of $10.5 bil- 
Uon. They currently hold core caintal of $11 billion. So each of 
these companies is classified as adequately capitalized. 

Senator Faircloth. Just to be on the double- to triple-safe side 
as t& what you were talking about a while ago, we were talking 
about enormous amounts of money, of course. It doesn't take much 
of a recession to chew up the kiiul of capital that you are talking 
about, as you well know, when you have this vast amount of money 
out tt^re. 

Should the capital requirements be raised? The reason I am say- 
ing that is a lot of small banks in this country are, i.e., overcapital- 
ized. They have two to three times and far beyond the ratio that 
you're talking about here. 

Just to make the American taxpayers assured that they don't 
have to pick up a bail-out of ^ther one of these two companies, as 
you said, the debenture clearly says that it is not an obligation of 
the Federal Government. But can you imagine the chaos that 
would develop if these debentures started to default and the Fed- 
eral Government says, you read the fine print, we hope. So what 
~ do you say to that the capitalization should be increased? 

Ms. Alvarez. Well, first of all, I think you're right, that Fannie 
and Freddie potentiaUy could pose a systemic risk given the nature 
of their financial activity. 

A lot of thought went into the l^islation that proposed the stress 
test that we are currently develoi^iig. The idea was that this stress 
test would be very finely attuned to the financial profile of those 
two companies and the risks that they are taking. It's a very com- 
plex test and it's unique in the ytoM ra financial r^ulation. 
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What the final number would be is something that I ca^t speak 
to rifht now because we are developing this test, and the results 
will be available with the final rule later on. 

I think, though, you make a very good observation, which is that, 
relative to other financifil institutions, some might say that these 
companies £ire thinly capitalized. 

On the other hand, the risk profile of these companies is dif- 
ferent firom some of these other finsincial institutions. These are na- 
tional companies. A regional collapse would not necessarily have a 
debilitating impact on the entire company because they're so vast. 

But I do think that if you consider, for example, that other com- 
panies hold substantially more capital and they are insured, it is 
very important that we at OFHEO do our job right and that we 
consider every aspect of risk as we develop the stress test. 

The minimum capital that they are holding right now does not 
reflect the risk involved in their businesses, necessarily. 

Senator Faircloth. It does not? 

Ms. Alvarez. No. It's an interim standard that was created so 
that they would at least be capitahzed to a certain degree as we 
developm our stress test. So I think your observations are very 
reasonable ones. 

Senator FAIRCLOTH. Mr. Retsinas, what is the rate of failure on 
your low- and moderate-income loans as compared to the other 70 
or 60 percent? 

Mr. Retsinas. Generally speaking, we have been looking at that 
subject very closely, not just as it relates to the GSE's, but there 
are other institutions doing affordable loans in this country besides 
the Government-Sponsored Enterprises. We are looking at it veiy 
carefully. If you look at the rate of failure, to use that term, its 
vray low. 

Senator Faircloth. Well, what other term would you use for 
failure, if they t^n't pay the bill and you repossess the house? 

Mr. Betsinas. Right, but I am looking at delinquency rates and 
default rates. The rate of failure is relatively low. 

Senator FAIRCLOTH. On the affordable loans? 

Mr. Retsinas. On the affordable loans, right. 

Senator Faircloth. The failure rate is about 1 percent. 

Mr. Retsinas. Right. 

Senator Faircloth. Are there additional costs involved? Collect- 
ing the delinquent loans? 

Mr. Retsinas. Yes, there are. The holding costs and all that in 
addition to the cost of collections. 

Senator Faircloth. If there is an ultimate collapse and failiu^. 

Mr. Retsinas. I think, clearly, by definition, the loans that have 
high/er loan-to-value ratios, i.e., lower downpayments, are suscep- 
tible to more risk. The issue is how do we ensure that risk is man- 
aged and minimized? 

So that the point is not to avoid risk. You can avoid risk by not 
making any loans. That is the best way to avoid risk. But you can't 
do that and stay in business. 

Senator Faircloth. I was arguing that with a bank board one 
time. Where would you put your money? 

Mr. Retsinas. That doesn't have as^ risk? 

Senator Faircloth. Yes. 
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Mr. Retsinas. There are a lot of places that you can put your 
money that are sort of less risky, but you're not going to get any 
return from it. 

Senator Faircloth. But what is risk-free? 

Mr. IteTSINAS. There is nothing that is iisk-fr«e. 

Senator Faircloth. I thought you were going to tell me Federal 
debentures, you're sure of that. 

Mr. Retsinas. It's pretty close. 

[Laughter.] 

There is nothing that is risk-free. But, again, I think the issue 
is how do we manage risk, how do we minimize risk, and yet, still 
be attentive to what are very legitimate credit needs of commu- 
nities find households all through this coimtry? 

Senator Faircloth. Senator Moseley-Braun. 

Senator Moseley-Braun. Thank you. 

Before I came to the Senate, I weib a recorder of deeds at Cooke 
County in Illinois. That meant that I had occasion to deal with 
housing issues from the inside, the minutia. It is as true in housing 
as in anything else that the devil lurks in the details. And so 1 
raise wim you the question today, and this is for both Mr. Retsinas 
as well as Ms. Alvarez, regarding the automated underwriting and 
credit scoring. 

Both Fannie Mae and Freddie Mac are moving aggressively to- 
ward automation for imderwriting of mortgages. Quite frankly, I 
have a real concern, and the concern has been raised that these de- 
tails may have a disparate impact on nontraditional borrowers, mi- 
nority borrowers, women, and others who do not have cookie cutter 
credit histories, and that then will mean that those people will 
more likely than not be lo<^ed out of the opportunities for the 
American dream and for homeownership. So, my question is, have 
these issues been considered, and what, if any, is the response? 

Ms. Alvarez. I think that it's a legitimate concern and it's prob- 
ably too early to tell what the effect is. But I think the intent of 
credit scoring and automated underwriting is to produce better 
quality loan transactions and potentially lower the cost for the 
homeowner. 

There is a possibility that on the one hand, you might end up 
with sort of a colorblind approach if you're talking about automated 
underwriting, which could result in a fairer treatment of people 
who might ordinarily be turned away for reasons that are not rel- 
evant to the business transaction. 

And yet, you're right. If it appears that using automated under- 
writing and credit scoring resmte in a rejection of a larger percent- 
age of people of color, then you mi^ end up with a disparate impact 
on that group. 

Senator Moseley-Braun. How far along are the £igencies in 
terms of employing these techniciues? 

Ms. Alvarez. It is still not a widespread practice. There are spe- 
cific relationships with certain lenders and it is still not totally 
widespread in the industry. 

Nic, do you want to comment? 

Mr. Retoinas. Sure. Senator, I would agree with Aida. 

Senator the issue you raise, automated imderwriting, is one of 
the most significant issues before us in the days ahead. We are 
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looking at it closely, and let me give you a couple of the observa- 
tUons from that close look so far. 

One, there is a certain inevitability to the increasing use of tech- 
nology that whether we want it to happen or not happen. Tech- 
nology more and more determines the way work is conducted in a 
"variety of different arenas, and the mortgage marketplace is no dif- 
ferent. 

However, during this early period, this period of faring out how 
to assess what it all means, I have concerns. We have this notion 
of a black box, where the information sort of goes in. No one is ez- 
ctctly sure how it's looked at, except those who are designing the 
box. And, this process might have the unintended consequence of 
keeping people out. 

I think our challenge is how do we use technology to create more 
opportunities? How do we use technology to focus on those people 
-who are creditworthy, but don't fall within the confines of a ben 
and adapt it to do so? 

So we need to look at this issue very, very closely. In some ways, 
it really par^lllels the emergence and evolvement of the secondary 
market as a whole, which has set certain guidelines. This is the 
next generation, when you look at it very closely. 

Senator Moseley-Braun. Well, certainly, if having the comput- 
ers make these decisions as opposed to real people make these deci- 
sions results in a hardening of disparate impacts, then that would 
not be the direction that I would think that would make sense for 
these Govemmentally-supported institutions. 
Put aside the private sector for a second. 

These institutions I think have a special duty in this regard. And 
I would like your response to this question — ^that you would con- 
sider giving us some experience, doing this on a trial basis, as op- 
posed to letting this be system-wide, before we look up and discover 
that we have done some harm here that could have been avoided. 
Mr. Retsinas. You're absolutely right. Now, we are engaging in 
a number of different things. We are looking at pilots, putting on 
my FHA hat for a second. We are looking at some pilots very, very 
carefully. We are talking with the GSE's about their use bwause 
the goal, of course, is to use the technology as a way to allow more 
creditworthy borrowers in. 
Senator Moseley-Braun. Not less. 
Mr. Retsinas. Not to keep people out. 
Senator Moseley-Braun. Right. 

Mr, Retsinas. That's the real challenge. But it's not going to be 
done if we just sit on the sidelines. We need to think this throt^h 
and clearly understand what's at stake. 

Senator Moseley-Braun. Well, that's right. We know what the 
best intentions yield, don't we? 
Mr. Retsinas. Yes, we do. 

Senator Moseley-Braun. So we just want to make sure that this 
is done right. 
Mr. Retsinas. We surely do. 

Senator Moseley-Braun, My last question, and I just said to the 
Chairman, this will be my last question for the day, and if I have 
any others, I'll put them in ^v^itiDg ^ y°^- 
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Ms. Alvarez, you particularly mentioned in your testimony that 
you issued a request for proposals to obtain assistance in helping 
determine — we issued a request for proposals to obtain assistance 
in helping us determine how to meet our statutory responsibility 
to pronibit ^icessive compensation. And you indicated there had 
been some iweliininary work done in this regard. 

I don't know to whiat extent comparisons can be mside with the 
private sector or even if comparisons with the private sector are ap- 
propriate. But the salary levels, the top guy at Fannie Mae made 
over $1.5 million, which doesn't even include the long-term com- 
pensation last year — 1994, Pm sorry. The second guy at Fannie 
Mae made $1 million, not including loi^-term compensation. At 
Freddie Mac, the top guy made $1.5 million, and the second guy 
n^de $950,000, afain, not including long-term compensation. That, 
in these dims sold times when people are concerned about these is- 
sues of CEO competuatKm, is really kind of extraordinary. 

You mentioned in your statement that you have done some pre- 
liminary work in this regard. But to what extent — one would think 
that the agency itself would be sensitive to this issue. To what ex- 
tent have you gotten ai^ conversation from the agency heads about 
this particular concern? These are awfully high. The salaries 

Ms. Alvabez. We have had ^[tensive conversations over time 
with them about the issue of executive compensation. Part of the 
reasim it's taken a while, in addition to the time needed for creat- 
ing an office, was that my first olqective was to look at the safely 
and soundness aspects of those two businesses. 

How you frame the questions and the issues is very important. 
We have spent a great amount of time not only looking at their 
compensation structure, but also thinking about comparisons be- 
cause we need to think about their compensation in comparison to 
other businesses. 

"nie GSE's are really quite unique and that's part of the difficulty 
of this challenge. There are some who would say, putting on a pub- 
lic sector hat, that such compensation is out of hand. Tliere are 
others who would say, putting on their private sector hat, that that 
is reasonable compensation for a job well done. And somewhere in 
between, we have to balance those perspectives and use expertise 
that's available to come up with — to niliiU our responsibility. 

Senator Moseley-Braun. Well, again, I would like 

Ms. Alvarez. Your point is well taken. I understand your point. 

Senator Moseley-Bsaun. It seems to me that it's a confusion in 
terms of the vision. Either these institutions are auasi-public, in 
which case they act like public bodies and they do mings like low- 
and moderate-mcome housing, multifamily housing, and central 
cities and help to lift up the housing stock of this country, or, alter- 
natively, they're private institutionB, in which case they ought to 
go out and compete in the private sector and not get a 50-basis 
point advantage from the taxpayers. You cannot be a duck and a 
chicken at ihe same time, it seems to me. 

Ms. Alvarez, "niey may be. 

Senator Mo^ley-Braun. I understand, but if they are a duck 
and a chicken, then we need to have a definition of what duck- 
chickens do. 

[Laughter.] 
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Ms. Alvarez. A very good observation. Thank you, Senator. 

Senator Faircloth. Ms. Alvarez, as you well know, the Banking 
Committee as a whole, and particialarly since the Orange County 
fiasco, and Ms. Lumas' articles in Fortune magfizine on derivatives, 
that we're pretty highly attuned to derivatives. And I think that 
maybe one of the problems is that most of us don't understand 
them. Do you see £my risk with the derivative holdings in either 
one of the companies? And I use the word, any risk. Any significant 
risk whatsoever. 

Ms. Alvarez. We rezilly devoted a great deed of time to this issue 
and reported on the results of our examination in this area. It was 
one of the first examinations that we did. 

And what we concluded v/as that, as I said before, these institu- 
tions are not using derivatives for speculative purposes. They're 
really using them to hedge, to reduce fiinding costs. Derivatives 
help them achieve an overall liability structure that they desire at 
lower cost than they could otherwise achieve. 

Ttds is one of those areas that we really do keep an eye on and 
we conducted an examination and made specific recommendations. 
At Fannie Mae, we urged greater involvement by the board of di- 
rectors. We asked them for a clearer delineation of tiieir derivatives 
policies. We asked them to expand their internal reporting. We 
made similar recommendations to Freddie Mac. We asked them to 
develop a more In-house capacity to measure current credit expo- 
sures. 

In both cases, the Enterprises have complied with oiu- rec- 
ommendations in a fully satisfactory manner. So, sir, we are very 
mindful that this is a very sensitive area and we will continue to 
monitor this through our exam process. And those risks will also 
be reflected in the stress test. 

Senator Faircloth. Not only is it sensitive. It is explosive. 

Ms. Alvarez. It is. 

Senator Faircloth. As we all know. Mr. Retsinas, the goal of af- 
fordable housing is certainly admirable and we're all sensitive to it 
and what it does. But assets, money are not infinite. 

You are raising your percentage of loans to affordable housing. 
What effect is it going to have on low- and moderate-income mort- 
gages? And is it going to have a detrimental effect on the low to 
moderate group, and are they going to be, in effect, pushed out or 
is it going to be more difllcult for them to get a mortgage? If you 
are pushing your percentage up, how do you do that without the 
moderate-income mortgage suffering or being restricted? 

Mr. Retsinas. Well, agEun, we are talking about increasing per- 
centages, we believe, reasonably and prudently for low and mod- 
erate income. And as we look at the mortgage marketplace, almost 
by definition, close to half of all the mortgages are for families of 
low and moderate income. That's the definition of moderate or me- 
dian income. 

Senator Faircloth. What's the definition of moderate? 

Mr. Retsinas. One hundred percent of median income. 

Senator Faircloth. One hundred percent of median. 

Mr. Retsinas. Right. 

Senator Faircloth. And tl^^. ^g.nes from 
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Mr. Retsinas. Place to place, metropolitan area to metropolitan 
area. 

Senator Faihcloth. — place to place. 

Mr. Retsinas. Generally speaking. It could be anywhere from 
$25,000 per fomily to $40,000 to $45,000, depending on the mar- 
kets and the like. 

We believe that these institutions have and can continue to add 
vfilue by making credit available to low- and moderate-income fam- 
ilies. In many ways, moderate-income households have been the 
primary beneficiaries of these important institutions. As I'm sure 
you know, Mr. Chairman, last year. President Clinton set forth a 
new national homeownership goal, believing, as I know you do, 
that if we are going to revitalize our communities, promoting home- 
ownership is a good way to do that. 

We believe £ind know these institutions are strong partners in 
that effort and we believe their performance and their willinjpiess 
not only to meet these goals, but exceed them is evidence of that 
conunifement. I have confidence that they will exceed these goals on 
a voluntary basis find make homeownership more possible for lit- 
erally hundreds of thousands of American families. 

Si^iator Faircloth. All right. If I understood you, roughly, low 
and moderate income, you say rou^y 50 percent. 

Mr. Retsinas. Our estimate of we mar^t, yes, roughly. 

Senator Faircloth. Well, roughly, OK. 

Mr. Retsinas. Right 

Senator Faircloth. What would be the average-income level of 
the other 50 percent? 

Mr. Retsinas. It will vary significantly. The low- and moderate- 
income levels are statistical defined groups encompassing people of 
median income. 

People's income, as we have heard from Senator Moseley-Braun, 
can be very, very high. Generally speeiking, however, as you know, 
these institutions are bound by the conforming loan limits. So peo- 
ple at very, very-high income will not use the Government-Spon- 
sored Enterprises because the amount of the mortgages they re- 
quire usually exceed those conforming loan limits. 

Senator Faircloth. What is the limit now? 

Mr. Retsinas. $207,000. 

Senator Faircloth. $207,000? 

Mr. Retsinas. $207,000, sir. 

Senator Faircloth. $207,000. I know we have been talking 
about chnTi gin g it. 

Mr. Retsinas. It went up recently from $203,00 to $207,000. 

Senator Faircloth. TheyVe been talking about change. 

Mr. Retsinas. Right. It's indexed to housing prices, sir. 

Senator Faircloth. A somewhat controversial issue has been the 
recent — news reports have indicated that Fannie Mae and Freddie 
Mac ran politick ads in Iowa attacking the flat tax. Does the De- 
partment have a position as to whether this is a proper function 
of a guaranteed and Government-Sponsored Enterprise? 

Ms. Alvarez. Nic? 

[Lati^ter.] 

Mr. Retsinas. We believe that we need to be careful that the De- 
partment does not micro-mtanage these Enterprises. We believe it 
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is appropriate for these institutions to inform tite public about the 
impact of pending issues. 

Senator Faircloth. Inform the public about, what, now? 

Mr. Retsinas. Pending issues. Basically, they have an obligation 
as large institutions to make sure people are aware of public policy 
implications. We do not have a specific position as it relates to this 
speciiic activity, a specific ad. Again, we have been trying to focus, 
pursuant to the 1992 Act, on the performance on affordable hous- 
ing loans. That has been our focus. 

Senator Faircloth. I disagree to the extent that I think they 
should stay totally out of politics because you're de£ding with such 
a thin line between issues find individuals. 

How do you support — of course Mr. Forbes came with this flat 
tax, but the flat tax was out there other than by him, of course. 

But any Government-guaranteed, sponsored, as closely tied to 
the Federal Government £uid to taxpayers as is these two compa- 
nies, I think ought to avoid political involvement to the nth degree. 

Ms. Alvarez, what was your thought? 

Ms. Alvabez. It doesn't appear to constitute a safety and sound- 
ness concern. I think that these two companies are involved in the 
public arena. They're involved in a line of business that is of public 
interest and of public concern. 

I do think that it's certainly appropriate for you, sir, to comment 
on their activities since these are Federally-chartered companies. 
But I think that, from our perspective, we do stay away &om tell- 
ing them what to do, and we do accept the fact that they do have 
a right to inform the pubUc. Now where that seems to cross the 
line is something for you to decide. 

Senator Faircloth. I think it's an extremely dangerous area and 
I don't see how — you get into this informing the public. Everybody 
wants to inform the pubUc. 

Mr. Retsinas, last summer, Jim Leach suggested that Ffinnie 
Mae and Freddie Mac should pay part of the financing corporation 
FICO debt. Under the Administration's pl£in, commercial banks 
will pay about two-thirds of the $800 million a year debt. Can you 
think of any reason why these two companies ^ould not pay part 
(^ this debt? 

Mr. Retsinas. I am familiar generally with the preliminary pro- 
posal of Chairman Leach, which was later withdrawn. 

Our focus continues to be how we promote affordable housing. 
We believe that that's an appropriate focus for us imder the legisla- 
tion. It is not part of the Administration's plan that in dealing with 
the resolution of other outstanding financial issues, that this is a 
way to address those issues. 

As we said at the outset, as we both said at the outset, this is 
a balancii^ act. It is a balancing act between the profitability of 
institutions and a balancing act between their obligation to address 
credit needs. We believe that the current act and the current dis- 
tribution of that balance is the appropriate one. 

Senator Faircloth. But you don't think that they should pay 
part of this debt? I'm sorry? 

Mr. Retsinas. In terms of the part of that, that's part 

Senator Faircloth. In other words, Jim Leach says they ought 
to pay part of the debt. 
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Mr. Rbtonas. Thafs right. That was the initial proposal, so 
many basis points. 

Senator Faihcloth. Do you think they shoxild? 

Mr. Retsdus. No, we do not believe they should pay part of that 
debt in that isolation. We can look at the Ifirger picture of the 
budget. But, we need to understand the trade^ns. So, no, we did 
not support that proposal. 

Senator FAIHCLOTH. Ms. Alvarez, what would the impact of the 
two companies be if they were required to pay, say, approximately 
$600 miUion in FICO debt? 

Ms. Alvarez. Six hundred million is a significant amount of 
money, altiuu^ there are those who would say that for two com- 
panies that have made $3 biUion in profits, that it would not be 
out of the realm of possibili^. 

Again. I think that I share nw colleague's view that the proposal 
involves chances that deviate from the charter and from the mis- 
sion that we have been set up to do. So I would rather not com- 
ment on it. 

Senator Faircloth. All right. Mr. Retsinas, what is the status 
of your report on the privatization of Fannie Mae and Freddie Mac? 
And would you like to offer an opinion on it now? 

Mr. ReT£UNAS. We expect to complete the report by the end of the 
month and I think prudence would dictate that we complete the re- 
port before we offer you our opinion. But we would be happy to do 
so at that time, sir. 

Senator FAIRCLOTH. All right. Ms. A1veu«z, has your office been 
part of the report on privatization? 

Ms. Alvarez. We are not charged with producing a report on pri- 
vatization, but we have held discussions and have been part of the 
discussions with aH the agencies that £ire involved. We have been 
told that we may be asked to appear at a hearing in April on the 
topic of privatization and hopenilly, by then, we will have formu- 
lated our own conclusions. 

Senator Faircloth. Would you like to give us an opinion now? 

Ms. Alvarez. No, sir. 

[Laughter.] 

Senator FAIRCLOTH. Well, since Senator Moseley-Braim has left, 
and I dont believe I have ai^ more questions, I would like very 
much to thank you both for coming. 

Let me say that it will be in order to submit questions in writing. 
So you may expect that some Members that could not be with us 
today will possibly be contacting you and following up with ques- 
tions for the record. 

With that, we stand adjourned, and thank you for coming. 

Mr. Retsdus. Thank you, Mr. Chairman. 

Ms. Alvarez. Thank you. 

[Whereupon, at 11:45 a.m., the Subcommittee was recessed.] 

[Propared statements and response to written questions supplied 
for the record follow:] 
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Souikliwss Act of 1992 (l£e Act). M you know, that Act clarified and str«igtbened 



meeting the public purpoaes >et fiitth hf Gongrau in th^ Charters. It also set forth 
a framewoik to ensure the finanrial saft^ and soundness of these two secondeiy 
ma^et housing Government-Sponsored Enterprises (GSEs). Aida Alvarez, Director 
of hud's Office rf Federal Housine Enterprise Overswht, is here to address regula- 
tion of th« GSEs' safety and aoundMM issues. I will discuss the Secretary's n^e in 
monitming the GSEs' perfbrmaoee in carrying out their public purposes. 
The Act Hakea Sense 

Tke Act reaffirmed the Secretary's oversight role and reinfortxd the GSEs' obliga- 
tion to fulfill public purposes in axhange for tke substantiat public privileges they 
derive from their Govemment-Bponaorea status. Tke laui rnaJtes sense, Fannie Mae 
and Fi«ddie Mae are two of the laigest companies in the Nation, measured in terms 
of their assets and profits. Thty are aophisticated and well-run and play an impor- 
tant nie in this country's mortgage fiiunce syBtem. Given the explicit and implicit 
benefits the GSEs receive from their relalionsliip with the Federal Government, the 
intent of the law — ensuring that tiieae huf^ corporations provide the benefits of a 
secondary mortgage mai^t to aU citizens mcluding low-income Americans and oth- 
ers who traditioi^y have been uwierserved by the mortgage mariiet— is appro- 

The Secretary's new Rule, which became eCTective January 2nd, establishes a 
fiiamework for carrying out the reasonable l^islative decisions msde by Congress 
in 1992. The public purposes of the GSEs. remfwced by t^e 1992 Act, include: In- 
creasing the bquidity u mwlgage inveotments; providing ongoing assistance to the 
secondu? market for residentisJ mortgages, including activities relating to m<»t- 
gages on housing for low- and moderate-mcome fomilies; and promoting access to 
mortgage credit throughout the Nation, induding central cities, rural areas, and 



fair lending by prohibiting the GSE^ &ma discriminating in their mortgage pur- 
chases; review and approve of new GSE ptvgnioa; and collect data and information 
on the OSES' housing activities few pubuc oissemination. The Rule, published t/iia 
past December, achieves the Congressional intent of elevating tke importance of the 
GSEs' public mission, without undue interfer&ux or heavy-kanded r^ulation and 
without threatening Ike GSEs' finaneial condition. 
The Rulemaking Process was Open 
The Rulemaking process was informed, open, and participatory; it far exceeded the 



t representatives. Throi^iout the Rule-develt^mMit process, HUD staff soui^t 

t inibrmatimi and data from experts in the housing field. We convened a senes 
m intottgency working group meetings and public forums, contracted with housing 
researdiers and the l^'ban Institute to orflect and analyze data, and discussed our 
worii with the GSEs* thems^ves to ensure that the grals ertablished in the final 
rule were appropriate. As a result of all of HUD'S outreach efforts, the Rule itself 
reflects the concerns and suggestions of the housing industry. 
The Rule Carries Out the Intent <rf the 1992 Act 
FACT0B8 Considered in Estabushino the Goals 

The statutorily-nuuidated AffiirdaUe Housing Goals— the Low- and Moderate-ln- 
ccone Housing Goal; the Special Affordable Houmng Goal; and the Geographically- 
Targeted Goal— ere designed to focus a porticm of the GSEs' mortgage purchases on 
housing for lower-income families and &inilie> in areas undereerved by the mort- 
ggjnmariwt 

The leads at which these goals were set are achievable, yet rigwous. The levels 
of the goals were established following consideration of the factors set forth in the 
Act Throughout the Rule-development process, HUD considered these factors to en- 
sure that the leveb at vriiich the goals were ultimately set would be consistent with 
mortgage trends and would not impose an undue finmidal burden on or materially 
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impact the financial conditioii of the GSEs. Fll briefly outline our findings regarding 
each of these statutorily-mandated factors. 

National Housing needs. Homeovinership and the provision of affordable hout- 
ing are basic objectives of U.S. housing policy. In determining the level of each goal, 
HUD examined the history of homeowneiship rates and concluded that homeowner- 
ship has become more elusive for lower-income families, as many were closed out 
of the housing market during the 1980'e, Low-income families with children, who 
could most benefit from the advantages of ownership, bore the brunt of the decline 
in ownership rates. This decline in homeownership rates has been compounded by 
the difficulty of poor households in finding affordable housing as low-cost rental 
units are lost to disrepair or are upgraded ti] serve higher-income renters. 

Economic, Housing, & Demographic Conditions, hud considered the condition 
of the houai/tg market overall and relative to each of the goals. Several demographic 
changes will affect the demand for housing over the next few years, including: Con- 
tinued increases in immigration, changes in age and family composition of house- 
holds, and growth of nontraditional households such as singles and single-parent 
households. Demand from first-time homebuyers, many of whom were closed out of 
the market during the 1980's, should remain strong, given the increased flexibility 
of underwriting standards applied by the GSEs, private mortgage insurance compa- 
nies, and lenders. A recent study by the Urban Institute concluded that there was 
a significant lower-income population of potential creditworthy business. 

HUD also considered the effect of changes in interest rates. Interest rates con- 
tinue to remain lower and housing more affordable than was true for any previous 
extended period since 1977. HUD also considered that certain property types have 
a greater impact on meeting the goals. For example, about 90 percent of the units 
in multifamily properties, qualify as low- and moderate-income housing. Both of the 
GSEs have indicated that they will be purchasing a larger share of mortgages on 
multifamily properiiies relative to their single- family mori;gage purchases. Thus, a 
shift in the shares of property types purchased by the GSEs will increase the ability 
of the GSEs to meet the goals. The housing goals have been set so that they wiU 
remain appropriate should the interest rate environment become less affonlable 
than existed during 1993-95. 

Previous Performance of the GSEs. HUD analyzed the GSEs' mortgage pur- 
chase activities in 1993 and 1994 in detail. In particular, HUD focused on the GSEs' 
performances with respect to thetr transition goals and the GSEs' efforts to achieve 
the goals through the introduction of new marketing efforts, programs, products, 
and relationships. The GSEs' specific performance relative to the goals and the 
other market players is discussed in more detail subsequently. However, in estab- 
lishing the goals, consideration was given to the facts that: (1) the GSEs have, gen- 
erally, improved their performances relative to the transitional goals over the past 
3 years; raid (2) thai the GSEs' purchases of low-income loans continues to lag those 
of other mortgage market participants including portfolio lenders. 

Size of the Conventional Market. An important consideration in determining 
the level of the goals was the size of the relevant loan market relative to the overall 
conventional, conforming market. Calcidations of market size, based on extensive 
Bnalysis of mortgage market data, convinced us that it v 
leve& of the goala from the transition tai^ets set out ir 
more detail on this factor below. 

ABiLiry OF THE Enterprises to Lead the Industhv. The GSEs have the ability 
to lead the mortgage finance industry in making /nortgage credit available for the 
groups and regions targeted by the goals. The GSEs' leadership role in the mortgage 
mareeta due to their t^h-market share, standardization of underwriting standards, 
development of new profinuDB and products, and development and use of cutting- 
edge teduudogjr, in addition to their substantial staff expertise and finandtd re- 
sources, was considered in setting each of the goala. 

Need to Maintain the Sound Financial Condition of the Enterprises. The 
GSEs are substantial corporations as measured by asset size and profits. HUD con- 
ndered the effect of each of the goals on the respective financial strength of each 
GSB by evaluating the credit tiaks the GSE would assume throueh the purchase 
of addititmal mortgages that are affordable to lower-income households and that are 
fi>r properties located in underserved areas. The increase in risk to the GSEs is lim- 
itea and Ae goals do not raise any significant concerns regarding the stability and 
soundness of their finaneial condition. The law rei^;uires the GSEs to continually re- 
view their underwriting standards to detect unfair treatment of lower-income bor- 
rowers and to make changes ag appropriate. HUD believes that this can be done 
without jeopardizing the Snaoci^ ggoaiatn of the GSEs. 
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Market Methodology 

As mentioned above, the factor that required the most extensive analysis was esti- 
mating the size of the market for each housing goal. For example, what percentage 



multifamily); (2) the proportion of dwelling units financed by mortgages for each 
type of property meeting each goal; and (3) the size of the market by weighing each 
such goal snare by the corresponding market share. 

The main difficulty HUD encountered for estimating market share was gathering 
complete and consistent mortgage data. No single data set was available for cal- 
culating either the property shares or the housing goal percentages, HUD relied on 
several m^or data bases, which provided a wealth of useful information particularly 
for the single-family mortgage market. HUD combined information from the Home 
Mortgage Disclosure Act (HMDA) reports, the American Housing Survey (AHS), 
HUD s Survey of Mortage Lending Activity (SMLA), and the Census Bureau's Resi- 
dential Finance Survey (RFS). 

To reduce the range of uncertainty in the market estimates, HUD carefully re- 
viewed all of the known m^or data sources and conducted numerous sensitivity 
analyses to show the effects of alternative assumptions about market conditions. In 
addition, HUD contracted with the Urban Institute to comment on the reasonable- 
ness of its market share approach and to conduct analyses related to specific com- 
ments received from the public about the market share methodology. The Urban 
Institute affirmed the validity of HUD's methodology. 
Level anb Definition of Each Goal 

At mentioned above, I believe that HUD fairly and reasonably established the lev- 
els of the goals in the final rule. The levels of the goals were based on sensible mar- 
ket-size calculations, consideration of the additional statutorily-mandated factors, 
and refined, more-targeted definitions of the goals. Let me expand upon each goal 
in turn to provide a more detailed explanation of the final definitions and character- 
istics of the goals. 

Low- AND Moderate-Income Housing Goal. The Low- and Moderat«-Income 
Goal directs the GSEs to purchase mortgages financing housing for low- and mod- 
erate-income families — i.e., families with incomes below area median income. After 
consideration of the relevant factors, HUD set the goal at 40 percent of the GSEs' 
purchases (measured in dwelUng units} for 1996 and 42 percent for 1997-1999. 

Based on the maiket share calculations discussed above, HUD determined that 
the estimated range of the size of the low- to moderate-income msricet was 48-52 
percent. This range indicates that of the total number of dwelling units financed in 
the conforming conventional primary mortage market. 48-52 percent are occupied 
by or affordable ta families with incomes less than the area median income. 

HUD raised the level of the goal from the 30 percent target set out in the Act 
so that the goals would be more on a level with market performance, as well as the 
GSEs* recent performance. In 1994, 45 percent of Fannie Mae's and 38 percent of 
Freddie Mac's mortgage purchases supported housing for low- and moderate-Income 
famiUes. HUD considered Fannie Mae's suggestion that the Low- and Moderate-In- 
come Housing Goal be set at 38 percent, but felt that this level would be inconsist- 
ent with the l^islative histoij of^the Act, which calls for goals that "the Enterprises 
would need to stretch their efforts to achieve." HUD also considered raising the level 
of the goal to 50 percent, but dismissed this alternative as too drastic. A 50 percent 
goal would represent a precipitous increase from the 1993-1995 goal of 30 percent. 
HUD adi^ted an approach that moves the GSEs significantly, but judiciously, to- 
ward the market size considered most appropriate at this lime. 

Geographically-Targeted Goal, During the transition period from 1993-1996, 
the GSEs were operating under a goal that included only OMB-defined central cities 
and that set a mortgage purchase target of 30 percent by the end of 1994. After 
the transition period, the Secretary was directed to refine and expand this goal to 
cover rural areas and other underserved areas. The Secretary was to examine avail- 
able data to establish appropriate definitions for underserved areas for central 
cities, rural areas, and other underserved areas and to determine the size of the 



goal. HUD analyzed data on mortnge origination and denial rates and determined 
Uiat low-origination and high-denial rates correlated with areas where median in- 
comes were low and where the concentration of minorities was high. Based on this 
analyais, HUD used low-median income and high-minorily concentration as proxies 
for underservedness. This approach is supported by numerous academic and govem- 
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1 research on m(»tgage flows, HUD determined that for metropolitan 
areas, this goal for the GSEs* mortgage ptixchaaes should be targeted to areas where 
the median income of families was Ims than or equal to 90 percent of the area me- 
dian income OR wh«« 30 percent or more of the residents in the census tract were 
minori^ and the median income of fomilies was at or below 120 percent of area me- 
dian income. For non-metropolitan areas, the goal would tai^t counties where the 
median income did not exceed 9G percent of the greater of the State non-metropoli- 
tan median income or the nationwide aon-metr^>^tan median income OR where 
minorities comprised 30 percent or m(M« of the residents and the median income 
of families was at or below 120 perc^it of the State non-metropolitan median in- 

The goal established in the final rule was set at 21 percent for 1996 and St Z4 
percent for 1997-^. The level of the goal decreased from the 30 percent transition 
target to accommodate the more targeted definition of the final rule. HUD estimated 
that mortgages in underserved areas account for 26-28 percent of the conventional 
conforming market 

The dear advantage of HUD'S sec^raphically-targeted goal is that it has been de- 
fined to better target areas of the countty that are uncTerserved by the mortgage 
market. HUD considered maintaining the OMB-definitdon of central cities set out 
in the Act for the transition period, but concluded from research conducted hy HUD 
staff, the GSEs, and other mortgage^market analysts that the broad central city def- 
inition did not address the Congressional intent of increasing GSEs' activity in areas 
underserved by the mortgage market. Using the OMB-defimtion to target the goal, 
the GSEs would receive credit for mortgage purchases on housing located in well- 
served areas of central dties, such as Chicago's "Gold Coast" and Washington's 
Georgetown. The mortage denial rate in these better-off portions of central citieB 
is omy one-half of the denial rate in underserved areas (11 percent versus 22 per- 

The broader definition also excluded some severely distressed areas located just 
outside of the OMB-defined central dty jurisdictions, such as Paterson, NJ and 
Ccanpton. CA. In addition, the substantial re^onal variation In urban boundaries 
was overlooked by the OMB-definition. In Southern and Western States, cities have 
grown in size by annexing a<t}acent territory, whereas in the Northeast, cities have 
retained thrir historical boundaries. Therefore, a greater portion of the population 
in the South and West lived in central dties than in the Northeast HUD's new, 
targeted definition addresses each of these problems and encourages the GSEs to 



ising Goal is designed to 

„__ morU[age purchases to rental and owner-occupieo housing that meets 

the needs <d very-low-income families and low-income fhmilies living in low-income 



areas. These are the bmilies experiendne the most difficult affordt^Uity problems. 
The final rule seU the level of the SpecisJ Affordable Housing Goal for 1996 at 12 
percent of the total number of dwelling units financed by each GSE's mortgage pur- 
chases and for 1997-1999 at 14 percent HUD estimated this martcet to range in 
size from 20-23 percent of the total market 

The final rule also requires that each GSE annually purchase multifamily mort- 
gages in an amotmt at least equal to 0.8 percent of the total dollar volume of mort- 
eaWB purchased by the GSE in 1994. Based on total mortgages acquired by the 
GSEis in 1994, Fannie Mae's multifkntily requirement is $1.3 billion, and Freddie 
Mac's multifamily requirement is $980 million. This component of the goal fiirther 
encourages the devdopmmt of a secondary market for Special Affordab^ multibm- 
ily loans. 

The final rule overhauls the Special Affordable transition targets established in 
the Act The transition goal was &iri;r complicated, with two subgoals and two 
subcategories for each sum^I. In addition, the tranmtion goal set out a dollar vol- 
ume of DusinesB fbr the GSEs to meet The simidified gou of tfae final rule seto a 
dollar volume multifomily subcat^oiv and the total goal is based on a percentage 
(rf'total numb^ of dwelli^ units, sunuar to the other two goala. 

To reatale, the final goaU are feasible and reaeonable. The goals comply with the 
statutory rt^uirements set forth in the Act, require the GSEs to fulfill their public 
re^>onttbUitu^ yet, the goals allow the GSEs' ftexilnlitv to dutoae business strategies 
that best meet their needs as large, ahartJuilder-oionea corporations. Features of all 
rf the goals that enable the GSEb to balance their public responsibility with the cac- 
porate fiwnewoik include: (1) the goals are measured as a percentage of the total 
number rfunits financed, wUch meaO that the proptniion of goal-related business 
is oonaistent with the overall acK vity ^ ^ GSEs for any given year — t^ goals ad- 
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just to current-year volume; (2) the goals were establi^ed for a 4-year period so 
that the GSEs could better plan their business activities in advance — the eoals do 
not "^tchet upward" each year, (3) the GSEs can receive credit un<ler each of the 
goals for their purchase of one mortgage—in other words, one mortgage can satisfy 
all three goals; and (4) the goals are designed to be achievable under varying eco- 
nomic conditions to accommodate inevitable market fluctuations. 
Effects of Housing Goals on the Market Single Family 

The benefits of a well-developed secondatr market for mortgage loans have long 
been recognized. Fannie Mae and Freddie Mac have helped U) channel lower-cost 
capital to the housing markets, expanding the benents of homeownership and im- 
proving the condition of renter households. But often, lower-income families have 
not shared fully in the benefita of the overall secondary market. The housing goals 
are one mechanism for remedyiiu this situation. 

Specifically, they are intended to encourage the GSEs to continue their pursuit 
of more customized mortgage products, underwriting, and outreach. It is thereby 
hoped that the secondary market's benefit of lower cost financing and the benefits 
of homeownership can be extended to creditworthy, low- and moderate-income 
households, or specific geographic areas that have not been as well-aerved with tra- 
ditional products, underwriting, and marketing. 

Some observers have raised concerns about the potential market effects of the 
housing goals. Worries have been expressed about whether additional ^ood quality 
loans satisfying the goals remain to be made or whether the goals might only b« 
satined at the cost of reducing the volume of loans that would otherwise be made 
by non-GSE portfolio and FHA lenders. The goals appear to be in line with what 
is happening in the broader market for housing finance. The recent afibrdable hous- 
ing initiatives supported by lenders. Private Mortgage Insurers (PMIs), and the 
GSEs suggest that there is room for expansion in the affordable lending ntai^et 
without compromising the business base of non-GSE portfolio or FHA lenders. 

HUD also conclude from examination or market trends that while increased ef- 
forts and Bctivi^ by the GSEs in the affordable housing arena could cause some re- 
tdignment in market shares awav from conventional portfolio and FHA lenders, the 
magnitudes are likely to be small. Both the increased volume of affordable housii^ 
loans and results from analysis conducted by the Urban Institute and others indi- 
cate the existence of potential homebuyers which would allow for increased lending 
by all lender types. 

There are many reasons why the housing goats should not by themselves have 
any significant impact on either portfolio or FHA lenders. First, the market for af- 
foraable loans continued to expand in 1994 and 1995, such that GSEs may need 
only to keep pace with market developments and not have to measurably increase 
their market penetration. Second, because there are many different products and 
strategies the GSEs could use to meet the goals, and because any one loan purchase 
may qualify toward as many as two or three goals, it is unlikely that any one seg- 
ment of the lender community will be adversely affected in a significant manner. 
Third, portfolio lenders gener^y originate a significant volume of conforming loans 
either tor immediate delivery to the secondary market, or to maintain the potential 
for future liquidity via sales to the GSEs. The GSEs are then not entirely competi- 
tors for market shares, but rather business facilitators. Fourth and last, portfolio 
lenders prefer to hold a^ustable-rate loans, while the mortgage insurers and GSEs 
have mainly accepted loans with fixed-interest rates and payment schedules into 
Uteir affordable loan programs. Having secondary market outlets allows portfolio 
lenders to offer a wider variety of loan products to their customers, helping them 
to compete with mortgage bankers. 

Our research has led us to conclude that far from restructuring the markets of 
portfolio or FHA lenders, expanded GSEt' purchases of mortgages in goals-oriented 
areas creates more viable markets in which lenders can operate. Increased lender li- 
quidity iTicreases credit availability, which not only helps borrowers but also gen- 
erates increased originations and servicing uolumes for the lenders. 
Effects of Housing Goals on the Market: Multifamily 

The secondaiv market activity for multifamily housing is not nearly as developed 
as that for single-family housing. About one-third of multifamily mortgages are scdd 
on the secondary market, compared to about three-fourths for single-family mort- 
gages. The Government-Sponsored Enterprises do not dominate the multifamily 
mortage maritet as they ao the single-family market — according to annual reports 
submitted to HUD, Fannie Mae's and Freddie Mac's combined purchases of multi- 
family mortgages in 1994 were apprradmately $6.7 billion out of a total maricet esti- 
mated to be in excess of $30 billion. 
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As a result, debt finandng for multifaiiiily mortgages remains dependent on port- 
folio lenders, manjr of whom are depositor; institutions (banks and thrifts). Despite 
the difBculties posed by institutioaal changes in the past two decades originations 
of multi&mily mortgages banks and thrifts have increased. And in addition, multi- 
family securitization increased significantly in 1994. However, these trends have not 
increased access to credit for certain dasses of multifamily properties, including 
smaller, inner-d^ properties; larger redevelopment projects; seniors' housing; and 
afr<»dable new construction in higher erowth maricets. 

The availabili^ of credit for higher-mcome classes of multifamily properties dem- 
onstoates the benefits the goal mil bring to the affordable rental housing market. 
Specifically, the current competition for multifamily mortgages on amenity-rich 

Omenta has resulted in increased liquidity of the mortgages and a tightening 

i yield spreads ta comparable maturi^ Treasury yields for privately- 
issuea multifamily Mortgage-Backed Securities (MBS), Lower mortgage yields on 
multifamily mortgages lower the capital costs for owners, which, in turn, reduce 
rents paid by tenants, improve the quality of the existing housing stock, or both. 
Therefore, the Govemment-Sponaored Enterpriaea can ultimately improve housing 
quality and/or lower rents paid by low-ineome fitmiliea by similarly reducing the 
coal of capital for affordable houaing. 

By further developing a secondary market for multifamily mortgages, the GSEa 
eon extend the benefits that come from increased mortgage liquidity to many more 
lower-income familieB over time while helping private owners to maintain the quality 
of the existing affordable housing stock. That is, greater liquidity and stability in the 
' " ne renters. This is the main role for ttie 

The Act is Working: The GSEa* Performance Is Improving 

On February 29, 1996, Fannie Mae and Freddie Mac submitted annual reports 
on their 1995 performance to HUD. The 1995 performance is measured in terms of 
the transition goals that were set forth in the 1992 Act. rather than in terms of the 
final goals, discussed above. However, Graphs 1, 6, and 9 show how the GSEs' per- 



As you can see firom the graphs, I 
has improved over the past 3 years. However, it is apparent that Fannie Mae's ef- 
forts to purchase mortgages that count toward the goals have improved their per- 
formance at a significanUy faster rate than Freddie Mac's efforts. 

Before 1 discuss the GSBs' performance on the goals, 1 should mention that the 
numbers I will cover are taken from tables of aggregated loan data submitted by 
the Enterprises with computer tapes that provide more detailed data on all of the 
loans purchased in 1995. Unfortunately, because of the sizable volume of mortgages 
covered in the computer tapes, we did not have time to analyze all of the loan-level 
data to verify the GSEs' stated performance <»■ to do more detailed analysis. How- 
ever, from the aggregated loan data provided in the tables, we can ejttract a good 
deal of information on the GSEs' performance. 
Low- AND Moderate-Income Goal 

1 serving the 



income purchases were at 2 

goal, increasing their low- ) 

mortgage pun£ases in 1993 to 39 percent in 1995. Freddie Mac's 1992 low- and 

moderate-income purchases vrere only 24 percent. 

Special Affordable Goal 

Graphs 2 and 3 show the GSEs' performance under the Special Affordable Goal 
has also improved. The Special Affordable Goal tar^ts housing for very-low-income 
families and for low-income families living in low-meome areas. Under the transi- 
tion goal, GSEs' activity for 1993-1994 penod was combined and dollar targets were 
set for both siiule-family and multifamily morteage purchases. Graph 2 shows that 
during the 19^1994 period, both Fannie Mae and Freddie Mac achieved t^e 
single-family portion of the goal, with Fannie Mae achieving 131 percent of the goal 
andFreddie Mac achieving 110 percent. Under the multifamily portion of the goal, 
however, Freddie Mac was less succeasfuL While Fannie Mae achieved 125 percent 
of the g(Ml, Freddie Mac achieve only 63 percent 
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The transitional goals were extended through 1995, while the final rule was being 
compiet«d. Graph 3 shows that the GSEs' performance continued to improve in 
1995. Fannie Mae achieved 1B2 percent of the single-family portion of the goal and 

188 percent of the multifamily portion. Freddie Mac showed a dramatic increase in 
its Special Affordable activities in 1995. Freddie Mac achieved 148 pereent of the 
single-family portion of the goal and an impressive 283 percent of the multifamily 

eortion. I am very encouraged by the continuing expansion of the GSEs' multifamily 
usiness because multifamily nousing serves more lower-income families than 
single-family housing. 
Central City Goals 

Graph 4 demonstrates the GSEs" performance under the Central Ci^ Goals. Dur- 
ing the transition period, this goal targeted mortgage purchases in OMB-deflned 
central cities. This goal has been more problematic than the other goals. Fannie 
Mae has made progress in achieving this goal during the transition period, but 
Freddie Mac has consistentlv failed t« meet the goal targets in all of uie 3 years 
covered by the transition goals. 

Fannie Mae's 1993 performance, 26.3 percent, did not meet the 1993 goal of 28 
percent. In 1994 and 1995, however, Fannie Mae achieved the tareeted level, even 
as the level of the goal increased to 30 percent. 31.5 percent and 30.4 percent of 
Fannie Mae's mortgage purchases counted toward the goal in 1994 and 1995 respec- 
tively. As mentioned atrave, Freddie Mac failed to achieve the Central City Goals 
for 3 consecutive years. In 1993, 24,1 percent of Freddie Mac's mortgage purchases 
qualified toward the 26 percent goal. In 1994 and 1995, the level of the goal was 
raised to 30 percent, but Freddie Mac's performance was only 25 percent and 23.4 
percent respectively. 

The Department continues to be troubled by Freddie Mac's performance under 
this goal. A housing plan was requested from Freddie Mac for their failure to meet 
this goal in 1993 and 1994 and is currently being requested based on their 1995 
performance. 
Income Distribution and Minority Lending Distribution 

Other areas the Department has been assessing relative to the GSEs' performance 
under the goals are the distribution of mortgage purchases across income levels and 
among minority groups. 

As you can see from Graph 5, both GSEs' single-family mortgage purchases are 
concentrated at the higher end of the income scale — those above 120 percent of me- 
dian income, 1 am encouraged, however, by the substantial proportion of their mort- 
gage purchases in the 60-100 percent of median-income category. I believe this 
trend is directly related to the emphasis the goals have placed on this market seg- 
ment. 

Another area the Department is analyzing is 
purchases that are devoted to minority borrow 
centage of GSEs' mortgage purchases that ilnance housing for minority borrowerB 
and shows that the percentage of business devoted to African Americans and His- 
panics has increased over the transition period. 

Using HMDA data. Graph 7 compares the GSEs' minority activities in 1994 to 
other market participants, Fannie Mae and Freddie Mac do trail most of the oUier 
market participants, although not by an overwhelming amount. You should also 
note that there is a certain overlap among the various groups identified on this 

In general, I am encouraged by the progress made by both Fannie Mae and 
Freddie Mac in achieving the affordable housing goals during the transition period. 
1 think the final rule will encourage the GSEs to continue to improve their perform- 
ance through more targeted and focused goals. Both GSEs have demonstrated their 
commitment to increasing the availability and accessibility of mortgage credit across 
the Nation by creating innovative products to reach new customers. In addition, 
both are partnera in the National Homeownership Strategy, the national effort to 
raise the tiomeownership rate to an all-time high of 67,5 percent by the year 20OO. 
The Act Is Appropriate: Changii^ the Law Now Would be Premature 

As mentioned earlier in my testimony, I believe that the J992 Act is a sensible piece 
of legislation; the law balances the GSEs' public benefits with their public respon- 
sibilities in a rational way. In turn, the Rule developed by HUD is reasonable and 
consistent with the intent of the law. The goals promulgated by HUD's Rule are sim- 
ple, flexible, and achievable. The additional r^ulatory responsibihties required by 
the 1992 Act are also practical. The Act charges the Secretary with: Advancing fair 
housing and fair lending by encouraging the GSEs to monitor their business prac- 
tices for disparate impact; reviewing and approving of new programs proposed by 
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the GSEs; and coUectii^ and <<iBniTniniitiiig iiiformation and data on the GSEs' busi- 
ness activities. HUD'S Rule codifies these lei^slative decisions, often with few or no 
changes &om the statubwy langiuge. The Fair Lending provisiona recjuire the GSEs 
to monitor their own buaineas practiccB to prevent unintentional discnmination. The 
Rule also provides important protection for lenders. The Rule does not interfere with 
the GSEs corporate business strategies or charge the GSEs with policing lender^ 
activities. Sinularly, the New Program ^proval provisionB in the Rule avoid HUD 

it of the GSEa, requiriiuonljr that the GSEs approach HUD with 

proKrams, rather than HUD intervening in the corporations' inno- 
Ti of the addilimtBl provisions is intnided to meet a need iden- 



vate corporations. 

The Act, then, rrautrea no modification at this point in time. As I see it. tlua law 
will improve not only the performance of the GSEs, but also will boost the perform- 
ance of the industry as a whole. At this point in Uie implementation process, only 
3 months after the Rule executing the Act was published in the Federal Register, 
it would be premature to diange or discontinue uese regulations. The Act and the 
Rule challei^ the GSEs to ensure that their secondary martcet operations provide 
capital accesa to all mortgage lenders serving low-income families and other apecial- 



Concluslon 

Mr. Chairman, I want to thank you again for the opportunity to testify on behalf 
of HUD as the regulator of Fannie Mae and Freddie Mac. I assure you and ibe 
Members of this Committee that HUD is committed to being an effective and dili- 
gent regulator of the GSEs, and I look forward to working with thia Committee as 
we carry out that important responsibility. 

I wotud be happy to answer any questions you may have. 
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I am delurhted to have this oppmtunitf to r^Mvt to you, Mr. Chairman, and other 
Members of this Subcommittee on OFIUlO's activities U> cany out its responsibil- 
ities under the Federal Houaing Enterprises Financial Safety and Soundness Act of 
1992. 

The 1992 legislation gave OFHEO a very impwtant mission: To ensure the safety 
and soundness of the two largest Govenunent-^MM>s(n«d Enterprises, Fannie Mae 
and Freddie Mac. These two institutJons have a centisl nde in channeling funds to 
finance housing for American families. To^^etho', tb^ own or guarantee nearly 60 
percent of all the conventional ain^e-fknuly mwlgBgea under their loan limit of 
$207,000 as well as a sizable amount of mwtgages on multifamily housing prop- 
erties. Their ability to continue ts perfmn tbeir puUk puiposes depends on the 
maintenance of their financial strength, and is *™«'H«l to the smootn functioning 
of our Nation's housing finance system, as it is cuncntly structured. 

The legislative history of the Act establishing OFHEO makes clear that Congress 
was particularly concerned that Federal spoiunship tf Fannie Mae and Freddie 
Mac not result m falliure costs to taxpayers. Altbougn all debt securities they issue 
or guarantee must cany a disclaims tttat they are not guaranteed by the U.S. Gov- 
ernment, financial market partidpants have for many years perceived that Congress 
would not permit their obligations to default TUa poveption is based not only on 
the Enterprises' key role in nouaiiw finance, but also on a varied of other attributes 
and privileges not generally provioed to private firms, "niese include their Congres- 
sional Charters; their access to as much as $2.25 InllicHi each of TreaBury funds at 
the Treasury Secretary's option; the special treatmrait of their securities, which in 
a number of statutes--dea!ling with such mattes as an exemption from SEC reg- 



istration and other investor protections, suitability as investments in unlimited 
quantity for Federally-chartered institutions, use m Federal Reserve fiscal agency 
services, and eUgibihty for Federal Reserve open market iq>erBtions — receive the 
same treatment as Treasury debt instruments; and an exemption from State and 
local income taxes. In the event of a threatened default, it would be up to Congress 
to decide whether to apfiropriate taxpayer funds to prevent iL We view it to be our 
jcib to see that Congress is never forced into such a £fEcult decision. 

The possibility of such a situation is not purdy hypothetical. In 1987, another 
GSE, the Farm Credit System, needed and received Federal assistance. And while 
neither Fannie Mae nor Freddie Mac has required such assistance, Fannie Mae 
came perilously close in the early 1980*3, when by some estimates the value of its 
Uabihties exceeded the market value of its Bsaets by one-fourth. Currently, Fannie 
Mae and Freddie Mac have $1.4 trillion of obligations outstanding, which is more 
than half the total volume of insured deposits at all banks and thrins. A failure that 
cost even a small fraction of that amount would still be catastrophic. 

OFHEO needs to he concerned with three firindpal sources of risk to Fannie Mae 
and Freddie Mac. Unanticipated changes in interest rates is one important source 
of risk. While interest rate risk on loans that are aecuritized is small, both Fannie 
Mae and Freddie Mac retain on th^r balance sheets a large and growing portion 
of the loans they purchase. Because the liabilities tbcnr issue to find these assets 
do not precisely match the maturities and cations of the mortgages, they accept a 
degree of vulnerabiHty to lai^ swings in the general level of interest rates and to 
sharp twists in the shape of yield curves. This was the source of Fannie Mae's prob- 
lems in the 1980's. 

Since then, both institutions have admited much safer funding strategies than 
those that led to Fannie Mae's laases. Howevo', their retained portfoUos are now 
much larger. Together, the two Enterprises now own m(a« than $360 billion of mort- 
gages, more than twice as much as they bdd whoi the law creating OFHEO was 
enacted and more than seven times what Fannie Hae held at the beginning of 1960. 

They also are exposed to credit losses on tlie mortgages they ovm or guarantee — 
the second major source of risk. Sound undenniliiig practices have kept these losses 
low in recent years, but the Ent^iirises have abo beoefited from consistent house 



overall volume of assets at risk, intJiuling bodi morteages my own aiid those they 
have securitized, has doubled in the past 5M jnan to mon th^ $1.4 trillion. 

The third major aource of riak for the Entninses ia mttuigeaunt and operations 
risk. The financial well-beiiw trf" large BtmiwUI ingtitaitians dw>mds criticaUy on tlie 
strength and effectiveness of their nnanciat conlnria, the rdiability of their informa- 
tion and data processing systmns, and thor managenieiits' adaptabili^ to funda- 
mental changes in the maikelplace. 

OFHEO must carefiilly assess all of theae riaka to ensure that the Enterarises 
maintain sufSdent capital and operate in a safe and sound manner. Accordin|>ly, 
the OFHEO must develop a sophisticated risk-baaed coital atandard, conduct nsk- 
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staodards find c: 

I am happy to report that OFHEO hfis made excellent progress in each of these 
areas. When I was appointed Director in June of 1993, I became OFHBO's first em- 
ployee. Assembling a top-flight staff with experience in financial markets and finan- 
cial institution regulation was, of necessity, my top priority. We now have nearly 
a full complement of talented and experienced workers. 

Another early priority was developing specific expertise about Fannie Mae's and 



become increasingly constructive and effective. This has been a significant 
[earning experience for all parties. 

While key personnel have only been in place a short time, we have already accom- 
plished a ^eat deal. In the area of capital supervision, OFHEO is responsible for 
administering two types of capital standards. One is based primarily on lever^e ra- 
tios for balance sheet assets and ofT-balance-sbeet obligations. It establishes what 
is described in the legislation as a "minimum capital level" for each Enterprise. This 
level is intended to establish an absolute floor, below which potentially serious sanc- 
tions could apply under prompt corrective action rules. The minimum capital level 
is not designed to address specific credit risk exposures or the overall exposure to 
interest rate changes. Nor does it represent the amount of capital needed for safe 
and sound operations under all circumstances. OPHEO published a proposed rule 
for determining minimum capital levels last year and expects to publish a final rule 
this spring. 

On an interim basis, OFHEO has evaluated the Enterprise's capital every quar- 
ter, beginning with June 30, 1993. Both Enterprises have consistently met this 
standard with a small margin to spare. The interim and proposed minimum capital 
standards both rely on statutory leverage ratios for all asset and off-balance-sheet 
categories except one source of off-balance-sheet risks — interest rate and foreign ex- 
change rate contracts. The interim standard for this small, but rapidly Rowing 
area, was based on the capital adequacy guidelines for Federal depository institu- 
tions. The proposed standard modifies this approach to better conform witH the 
risks to the Enterprises involved in these contracts. 

The second capital adequacy standard is more important because it is tailored 
much more carefully to the specific risks of Enterprise activities. This risk-based 
capital standard will require the Enterprises to hold sufilcient capital to withstand 
a 10-year stress test. The test will project credit losses on a national scale com- 
parable to the worst mortgage credit loss experience in any region of the country. 
At the same time, the Enterprises' balance sheets will be subjected to large adverse 
interest rate movements. In addition to the capital needed to cover stress test losses. 
the Enterprises must hold capital to cover management and operations risk. 

Such a standard is much more sophisticated than existing capital standards for 
other financial institutions. OFHEO is required to model Enterprise cash-fiows 
throughout a 10-year period under different interest rate scenarios. Creating such 
a model is a challenging task. Let me give you just a few examples. The Enterprises' 
mortgages have a wide variety of attributes with diverse risk characteristics. Also, 
both institutions have become substantial investors in REMIC and stripped MBSs' 
securities. These securities divide mortgage cash flows in complex ways; projecting 
their behavior- in response to large interest rate shocks requires detailed analysis. 
Together, the Enterprises now hold more than $20 billion of REMIC's and strips. 
Their interest rate hedging strategies are also complex, involving increased volumes 
of derivatives, which now amount to a notional $175 billion. 

Modeling cash flows associated with these features requires a fair degree of preci- 
sion. Fannie Mae and Freddie Mac are highly-leveraged businesses — their capital 
amounts to roughly 1 percent of their assets and guarantees — so there is a low toler- 

Last spring, we published an Advance Notice of Proposed Rulemaking concerning 
the risk-oased capital regulation. The ANPR asked for comments on a wide range 
of issues that must be decided in designing the regulation. Since then, OFHEO has 
made excellent pn^ess. Last week, OFHEO submitted a proposed rule concerning 
two important pieces of the stress test to 0MB for interagency clearance. We expect 
to be able to send to Congress and publish the proposal in 2 to 4 months. 

Our statute requires that mortgage credit losses in the stress test be reasonably 
rdated to those of a historical time and place, which we describe as a benchmark 
loss enierience. This benchmark experience will be the basis for determining credit 
losses m the stress test. The Notice of Proposed Rulemaking that we have just com- 
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that methodology. Identifyii^ the benchmark enierience required gathering, assem- 
bline, and analyzing a vast amount of historical loan level data. 
The other component of this NPR is OFHECys cboice of House Price Index to use 



1 measuring chaises in mortgage loan-to-value ratios for purposes of the stress 
test. Changes in the values of properties securing Enterprise mortgages, as meas- 
ured by the Price Index, can have a significant efiect on the likelihooa and size of 
future losses on those loans. 

OFHBO has decided to publish ila own House Price Index based on values of 
houses securing mortgages in the Enterprises' historical data files. These data in- 
clude more than 6.9 million individual house price changes over the past 21 vears. 
Later this month, we expect to begin publishing our House Price Index, whiai will 
contain results for house price changes throu^ the end of last year. We believe this 
Index will be far superior for our purposes to the alternative Index mentioned in 
our legislation. Our Index will be b^ed on the same data and a similar methodology 
to those used in the Conforming MtKleaee House Price Index currently published 
by the Enterprises. We have developed the capability to produce and piiblish the 
Index ourselves in order to meet statutory requirements for potential use of the 
Index in the stress test and to modify the Index to better suit our needs. 

We have also made considerable progress in the other principal areas of stress 
test development These areas iaduoe a component that adapts ute benchmark loss 
enierience to the stress test, another that oetermines interest rates on secxirities 
other than those on 10-year Treasury notes that are specified in the statute, another 
that generates periodic cash flows of all assets, liabilities, and off-balance-sheet 
items and then trsn^tes those into pro foima finandat statements, and a compo- 
'nent that calculates required capital. We plan to have a complete stress test by the 
end of this year. 

The other major focus of OFHEO's activities is ezaminationa. The approach we 
have followed over the past 2 years concentrates on the evaluation of management 
and operating systems and in particular on the processes used by each Enterprise 
to identify and control exposure to risk. In any area, we start with a big picture 
appraisal of management structure, planning strategy, audits, and control systems. 
We then move to more detailed investigations where our appraisal indicates it is 
warranted. This is a relatively unobtrusive aoproach that concentrates our efforts 
in the most critical areas and minimizes the ourden on the regulated institutions. 
Regulators of other financial institutions are moving increasingly in this direction. 
Recently, bank regulators have announced their intention to concentrate their 
exams more on the management of different types of risk and less on the condition 
of specific assets. 

Last year in our annual report, we described the results of our first two on-site 
exams for each Enterprise. Unlike other regulators, we are required to report our 
results to Congress. That gives you an opportunity to know of any m^or problems 
shortJy af^r we do, and before they show up in poor operating resiuts. 

Our first set of exams targeted the use of derivative contracts by the Enterprises 
and followed closely the disturbances in some derivative securities markets in early 
1994. We determined that use of these contracts by both Enterprises poses no sig- 
nificant safety and soundness concerns. Both institutions use derivatives for pui^ 
poses that are not speculative. Derivatives help them to reduce fiinding costs by per^ 
mitting them to issue debt with features desired by investors, while achieving the 
overalTliability structure they prefer. 

OFHEO did, however, make a number of specific recommendations for changes 
with )«gard to risk management and internal controls, consistent with the best 
practices at m^or finandal institutions. At Fannie Mae we urged greater involve- 
ment by the Board of Directors, clearer delineation of derivatives policies, and ex- 
panded internal reporting. At Freddie Mac we recommended updated and expanded 
poUcies, more comprehensive internal fepCH-ting, exposure limits for counterparties, 
development of in-house capadhr to measure current credit exposures, and strength- 
ening of certain internal controls. Both Enteiprises complied with the recommenda- 
tions in a fully satisfactoiy nuuum. 

On a related issue, I expressed ameem about investor risks of structured notes 
in the summer of 1994. Later developments in Orange County and elsewhere dem- 
onstrated some problems in the mariwtins of those securities. The Enterprises have 
been major issuers of such securities. Given the substantial losses incurred by some 
investors in those maikets and the accompanying publicity, I was concerned that 
the Enterprises' reputations in finaru-ial maiketa could auifer if issues relating to 
sales practices were unaddressed, potentially affecting safety and soundness. I 
asked each of them to report on their marketing policies and practices for structured 
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notes and mortgage derivative seinirities. After evaluating those reports and a vari- 
ed of supplemental materials and analyses, I made a number of suggestions which 
are contained in our annual report. Since then, both have made changes responsive 
to those suggestions. 

Our second pair of exams focused on the Enterprises' broad corporate governance 
structure. This gave us an opportunity to understand better how each Enterprise 
fVinctiona internally and was very helpml in our planning for future exams. No safe- 
ty and soundness concerns were identified in either exam. However, we again made 
recommends Uons for improvements, with which they complied. 

Later last year we began our most important set of exams to date. We have now 
nearly finished examinations of the Enterprises' risk management structures, ( 



the results with you today, but they will oe included in this year's annual report, 
which, as required by statute, we will deliver to you by June 15. 
Very shortly we will conduct compliance reviews of the Enterprises' flood i 



trois, and practices. Because we have not yet completed our reports, I cannot share 

.1 1. -.L y^^ today, but they will oe if-' --■--■ -- ->-- ■- ■ ■ 

i by statute, we will de' 

-tly we will conduct complia: . ^ __ .._ 

___ isioilities. Recent legislation mandated these reviews, and we will also 

include uieir results in our annual report. That legislation also made us a partici- 
pant on the Flood Insurance Interagency Task Force, which is helping to coordinate 
the work of all regulators involved. 

Later this year, we will conduct an examination of the Enterprises' business risks 
associated with changes in the underlying conditions of housing and housing finance 
markets affecting single-family mor^ges. 

OFHEO has made progress in other areas as well. Last year we issued a proposed 
regulation deaUng with the Freedom of Information Act requirements and en>ect to 
isaue a final regulation within a few months. Such regulations are required of all 
Oavmunent agencies and specify how we will handle information requests. Later 
this year we hope to issue a proposed regulation implementing our general enforce- 
ment authorities. This regulation will specify our procedures in the event of any 
needed cease and desist orders or civil money penalties. It is a regulation we hope 
we never need to use. 

In the area of executive compensation, we recently issued a Request for Proposals 
to obtain assistance in helping us determine how to meet our statutory responsibil- 
ity to prohibit excessive compensation. It follows prehminary work we have done to 
become familiar with current Enterprise practices and determine the type of infor- 
mation we need to proceed. 

Amoi^ other aignificant activities. OFHEO participated extensively in the inter- 
agency comment process for HUD's affordable housing rule, which was adopted in 
final form late last year. In your letter of invitation you asked for our opinion of 
the impact of that rule. Both Enterprises have increased their activities in this area 
markedly during the legislative and rulemaking processes that produced these re- 
quirements. But it is important to note that for the past 2 years Fannie Mae has 
already been achieving all of these goals at the 1997 to 1999 levels. Freddie Mac 
is not yet at those levels, but is within 10 to 20 percent. 

I do not believe the goals should force either Enterprise to sacrifice its overall 
aafety and soundness. Each has already shown an ability to meet or approach meet- 
ing the goals with no indication that doing so will substantially reduce its rate of 
T^im on equity, which, in both cases, has been consistently more than 20 percent 
in recent years. I expect that they will continue to make progress in learning how 
to do this business successfully and keep the risks involved well within acceptable 
bounds. We will, however, continue to review this area by closely following their 
new initiatives in our examinations and off-site monitoring. We will also require 
them to hold adequate capital, as part of our risk-based capital standard, to protect 
■ ■ "- ■ ' - ■ - ' - affon' '■ ' 



against the risks associated with affordable housing a< 

Having described the range of OFHEO's responsibilities and achievements, I am 
happjr to report that we remain a small and efficient regulatory agency. With €5 
fuQ-time permanent positions now filled, we are close to being fully staffed. To put 
that into perspective, the Enterprises have more than $20 billion of obligations for 
each OFHEO employee. Our Fiscal Year 1996 budget that is pending in the Con- 
ference report is just $14.9 million. Another way of looking at it is that OFHEO pro- 
vides protection to taxpayers at an annual rate of only a Uttle more than a penny 
for each $1,000 of Enterprise debt and guarantees. And taxpayers pay none of the 
coat. For the Enterprises, who do pay, the price is minimal. Our budget represents 
less than one-half of 1 percent of tneir $3 billion of profits last year, ^d we believe 
they benefit from the recommendations we make in our examinations as well as 
from the analytical work we are doing to identify and measure risks in conjunction 
with the stress teat. 

Right now, I believe OFHEO's budget and planned staffing levels are adequate 
to prafbrm our mission. Looking ahead, I do not anticipate major changes in the 
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resources to implement it and to consider future modifications, including those spe- 
cificaUy contemplated in the statute. OFHEO also needs to maintain uie capacity 



.) respond to rapid changes in the mortgage finance industry. Pannie Mae and 
Freddie Mac are changing with the industry and, in many respects, leading it. 

In just the last year and a half, we have seen strong movements toward auto- 
mated underwriting, credit scoring, and consohdatjon in mortgage banking. We have 
seen a variety of new trends in mortgage transactions at the Enterprises, including 
97 percent LTVs, use oflender provided spread accounts as credit enhancement, re- 
verse amortization mortgages, and securities involving home equitjf loans and B&C 
class mortgages. The Enterprises are also becoming more involved in the process by 
which cre<ut reports, appraisals, and title insurance are provided. The recent sharp 
increases in the overall size of Enterprise portfolios and in the portions of those 
portfolios invested in REMIC securities also bear close watching. If this pace of 
change continues, we will need to work hard to make sure our examinations and 
capital standards are keeping up. The regulatory authorities we have been given are 
essential tools for meeting our responsibihties now and in the future. At this time, 
I believe they are adequate for our needs, but if that changes, 1 will not hesitate 
to recommend changes. 

Mr. Chairman, I Know you and others on the Banking Committee have questions 
about OFHECfs location in HUD. Our relationship with the rest of HUD has worked 
well, and 1 believe, to our mutua! benefit Our respective roles in regulating Fannie 
Mae and Freddie Mac are, of necessity, interrelated. Being in the same Department 
with the pn^ammatic regulator of uie Enterprises has facilitated communication 
and sharing of expertise. As an example, we were able to express our views on the 
safety and soundness aspects of HUD'S aflbrdable housing regulation more effec- 
tively by virtue of our association. 

At the same time, though, we are well aware of the potential for a difTerenee of 
views reflecting the different natures of our responsibihties. Congress was also cog- 
nizant of that potential in designing our strucUire. While we are within HUD, we 
are substantially independent of HUD in all our regulatory activities bearing on 
' safety and soundness. The Secretary of HUD has no authority over our safety and 
soundness regulations, enforcement, or examination activities. Nor does he have any 
authority over our budget or the management of our office. That is well understood 
at both OFHEO and at other sections of HUD. To help ensure that no misunder- 
standings developed, 1 decided as one of my first acts as Director to move OPHEO 
out of the HUD building. 

Given our mutual interests, 1 think the decision to place OFHEO in HUD was 
a wise one, and 1 see no reason to change it. But I think that the most important 
decision Coi:^ress made in designing our structure was to provide OFHEO with the 
same type of independent authorities that are granted to other financial institution 
regulators. Those measures of independence create the accountability and credibihty 
necessary for OFHEO to do an effective job, Mr. Chairmian, the structure you pro- 
posed for OFHEO in your bill, S. 435, clearly recognizes the importance of this inde- 

One aspect of OFHEO's independence is particularly relevant today. Like the 
other financial institution regulators, 1 am able to give you, and I am giving you, 
my views, which are not necessarily those of the President, the Secretaiy of HUD, 
or anyone else. You can be confident that any informatiDn 1 give you about Fannie 
Mae or Freddie Mac has not been screened or altered. 

Thank you. 1 would be happy to answer any questJMU you may have. 
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1. REGULATORY PROCESS 

Q.l.a. Have the GSE's been cooperative in HUD's efforts to estab- 
lish affordable housing goals? 

A.l.a. The GSE's have been very actively involved in the process 
of establishing affordable housing goals. As might be expected, the 
GSE's were strong advocates for policy positions that were the most 
advantageous to their business strategies but, generally, they did 
accommodate the regulatory process in a timely zmd cooperative 
manner. 

Q.l.b. Did the GSE's provide data requested by HUD in a timely 
manner? 

A.l.b. Yes. Occasionally at issue is the proprietary nature of cer- 
tain data elements. However, in most instsuices, these issues have 
been worked through in a satisfactory manner. There are certain 
reportii^ issues outstanding that the Department is working with 
the GSE's to resolve. The expectation is that they will be resolved 
satisfactorily. 

Q.I.C. Was the infonnation requested by HUD complete and accu- 
rate? 

A.I.C. Generally, yes. The Department especially appreciates the 
diligence with which Freddie Mac's staif worked to assure the high 
quality of Freddie Mac's loan-level data. The data sets revealed few 
errors and demonstrated that Freddie Mac staff have taken extra 
steps to provide a complete and accurate database. In contrast, 
Fannie Mae has submitted incomplete single-family and multifam- 
ily data. There are also inconsistencies between Fannie Mae's and 
Freddie Mac's data submissions. As inconsistencies and errors are 
found, Department staff is consulting with the GSEs' staff to re- 
solve the problems. We believe that both Fannie Mae and Freddie 
Mac have cooperated fully in these efforts. We expect that this will 
be a gradual but beneficial process that will lead to the submission 
of data sets that provide for consistency between the GSE's. 

2. AFFORDABLE HOUSING GOALS 

Q^a. Please provide the GSEs' performance for each of the goals 
(using manner in which the new goals are calculated for the period 
199(>-pre8ent). 

A.2.a. The Department's oversight of housing goals performance 
began in 1993 as a result of the GSE's Act which became en'ective 
in October 1992. The Department does not have data on the GSEs' 
mortgage purchases prior to 1993. The GSEs' goal performance for 
the 1993-1996 period under the housing goals defined in the final 
rule is presented in ATTACHMENT 1. 

"Hie deHnition for the Low- and Moderate-Income Housing Goal 
adopted in the final rule is virtually the same as that used during 
the transition period. Therefore, the GSEs' 1993-1995 activity is 
measured the same way under the transition and final goals. The 
level of the goal for 1996 and 1997-1999 was raised, however. 
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The Special Affordable Goal and the Geographically Targeted 
Goal both changed substantially in the final rule compared to the 
transitional goal definitions. 

The attached table entitled "Final Rule Definitions and Goals" 
defines the various housing goals. 

ATTACHMENT 1 
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FINAL RULE DEFINITIONS AND GOALS 
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QJi.b. Please provide the GSEs' performance for each of the goals 
(using the interim definition of the goals) for the period 1990- 
present. 

A^.b. The Department's oversight of the housing goal {terforman^ 
began in 1993 as a result of the GSE's Act that oecame effective 
in October 1992. The Department does not have data on the GSEs' 
mortgage purchases prior to 1993. The GSEs' goal performance for 
the 1993-1995 period under the transitional housing goals is pre- 
sented in Attachment 2. 

ATTACHMENT 2 
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The definition for the Low- and Moderate-Income Housing Goal 
is virtually the same for the transitional period and the final rule. 
Mortgage purchases financLng units affordable to households with 
income less tlmn or equal to area median income qualify for the 
Low- and Moderate-Income Housing Goal. Both single-family and 
multifamily units, including rental imits, may count toward the 
goal. 

Durii^ the interim period, the Geographically Targeted Goal was 
called the "Central Cities Goal." The Central Cities Goal covered 
all census tracts within OMB-deflned central cities, regardless of 
the availability or accessibility of mortage credit in those areas. 

During the transition period, the Special Affordable Goal was de- 
fined £is a dollzir amount. The transition goal required the GSE's 
to exceed by $1.5 billion (Freddie Mac) and $2 billion (FEumie Mae) 
the amount of business that would have been eligible under this 
goal in 1992. Further, the goal was based on an aggregate business 
volume covering a 2-year transition period beginning January 1, 
1993 and ending December 31, 1994. The Special Affordable Goal 
was targeted at very-low-income borrowers. 

Q.2.C. Please provide comparable data for other mortgage market 
actors — PMTs, FHA, thrifts, commercial bankers, mortgage bank- 
ers, and the mortgage m£u-ket as a whole — ^with respect to the af- 
fordable housing goals. 

A.2.C. Refer to Attachments 3 and 4. These tables report bor- 
rower and census tract characteristics of home purchase and refi- 
nance mortgages oririnated in metropolitan areas in 1994 based on 
HMDA data. (1995 HMDA data comparisons are not yet available.) 

Attachment 4, "FHA-Eligible Mortgage Funding by Borrower and 
Census Tract Characteristics," is oased on conventional loans 
whose loan size does not exceed the FHA loan-limit for the metro- 
politan area in which the loan is made. Typically, the FHA loan 
limit is 95 percent of the area median house price, subject to a cur- 
rent minimum loan limit of $78,660 and a maximum of $155,250. 

[Performance differences between Fannie Mae and Freddie Mac 
are discussed in Section 13.] 
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ATTACHMENT 4 
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Q^d. Please provide data on the income distribution of borrowers 
who meet the GSEs' goals. 

A^.d. Tables from the GSEs' X993-1995 Annual Reports are being 
held in Committee files for review due to the volume and reproduc- 
tion illegibility: 
Attachment 5 — 1993-1995: 

Fannie Mae Tables for Single-Family Owner-Occupant Purchases 
Attachment 6—1993-1995: 

Fannie Mae Tables for Sin^e-Family Rental Purchases 
Attachment 7—1993-1995: 

Fannie Mae Tables for Midtifamily Purchases 
Attachment 8 — 1993-1995: 

Freddie Mac Tables for Single-Family Owner-Occupant 
Purchases 
Attachment 9—1993-1995: 

Freddie Mac Tables for Single-Family Rental Purchases 
Attachment 10—1993-1995: 

Freddie Mac Tables for Multifamily Purchases 
Q.2.e. How do refinancit^s affect these goals? 
AJt,e. Refinancings count as mortgage purchases with one excep- 
tion: Under the Special Affordable Housing Goal, the GSE's are 
prohibited from receiving credit for the purchase of any reflnemced 
mortgage or MBS already in the GSEs' portfolio. 

The goals were established at a level to accommodate a wide 
range <^ economic circumstances and conditions. In a low interest 
rate environment where refinemcing activity typiciilly exceeds new 
originations, there tends to be more product available for purchase 
which translates into more opportunities to achieve the goals. Fur- 
ther, originations in a lower interest rate environment tend to be 
fixed-rate mortgages available for sale to the secondary market 
rather than the adjustable-rate mortgages preferred by nortfoho 
lenders. While an argument can be made that affordable nousing 
borrowers do not tend to refinance as readily as more traditional 
borrowers, lower interest rates also open opportunities for first- 
time homebuyers. These loans frequently quaUfy for housing goals 
purposes. 

QuS.f^ What role does multifamily lending play in meeting the 
goals for each of the GSE's? What percentage of purchases are at- 
tributable to single family only? 

A^.f. The multifamily secondary market, which is in its early 
stages, has not yet received the full benefits of the GSEs' efforts. 
The goals, especially the Special Affordable Housing Goal, provide 
an incentive for the GSE's to maintain their presence in the multi- 
family secondary market. 

These goals require a minimum dollar volume of multifamily 
mortgage purchases under the Special Affordable Housing Goal. 
Specifically, Fannie Mae is required to purchase $1.3 billion of mul- 
tifamily mortgages targeted at low-income and very-low-income 
borrowers living in low-income areas. Freddie Mac's multifsimily 
loan purchase requirement is $980 million. These dollar imiounts 
are based on 0.8 percent of each GSE's 1994 dollar volume. 
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The Department is evaluating and monitoring the activities with 
regard to (1) establishing a secondai? market for miiltifamily mort- 
gage pun^iases and (2) the level of the GSEs' multifamily pur- 
chases particularly with regard to the multifamily component of 
the Special Affordable Housing Goal. 

Year-end figures for 1995 disclose that 95.3 percent of goals pur< 
chases for Fannie Mae were single-family mortgages while 98.3 
percent of Freddie Mac's goals were achieved with single-family 
mortgage purchases. (Percentages pertain to the total of all unpaid 
principal balances for all mortgages acquired and counted under 
the three housing goals during the calendar year ending December 
31, 1995 as reported in Table 1 of each GSE's Annual Housing Re- 
port to HUD.) 

Q.2.g. Data provided in your testimony suggests that one GSE al- 
ready exceeds the Low- and Moderate-Income Goal and the other 
is close to meeting it. Also, the 1996 tai^t of 40 percent is below 
HUD'S estimate of the market. How does HUD reconcile these find- 
ings with Congressional intent that the GSE's should stretch to 
reach the goals and lead the market? 

AJi.g. The goals that are set forth in the final rule reflect signifi- 
cant increases over the transitional goals and were based on statu- 
tory &ctor8 included in the GSE's Act. The 1996-1999 goals were 
set to accommodate a variety of market and economic conditions. 
For example, the goals were set to be appropriate during interest 
rate environments less affordable than the 1993-1995 period of 
near-record low-interest rates. The Department's general philoso- 
plQT in setting the level of each goal is as follows: 

• The goals adjiist automatically to changes in the size of the mar- 
ket available for purchase because they are percentage based. 

• Tl» goals were set for a 4-year period so the GSE's could better 
i^sui their strate^es and operating tactics. 

• The goals are floors, not ceilings, and refer to a minimum level 
of expected performance on the ytart of the GrSE's. 

• liie goals are benchmarks designed to be attainable under vary- 
ing economic conditions. 

The Act provides a framework for adjusting the goals at a subse- 
quent time if performance, pubUc need, and safety and soundness 
considerations warrant. 

The GSE's Art presented the first opportunity to compile data 
relative to the GSEs' purchase activities and the size of the market 
as a whole. T^re is no one data source which the Department can 
consult for data on the exart size and scope of the various compo- 
nents of the housing market. The estimated size of the market in 
each housing goals cat^^ry is based on the best data available at 
ttw time the nnal rule was published find, accordingly, is not as 
precisely measured as the Department would prefer. 
Q^h. Does HUD's estimate of the market include loans that Eire 
not investment quality? Must the GSE's purchase nsky loans in 
order to meet their goals? 

A.2Jh. No. As discussed in HUD's Economic Analysis of the GSEs' 
Rule (pp. IV-3 thru IV-5), the GSE's do not have to purchase risky 
loans to meet their housing goals. The Department does not expect 
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the GSE's to purchase loans that are not investment quality in 
order to achieve the affordable housing goals. To our knowledge, 
the GSE's do not purchase any loiins with LTVs greater than 80 
percent without mortgage insurance regardless of the type of bor- 
rower. However, the GSE's do have to continue their outreach ef- 
forts and make prudent changes to underwriting standards, as they 
have over the past 2-3 years. 

Loans qufdiiying for the housii^ goals are available for the 
GSE's to purchase without negatively impacting their financial con- 
dition. In an Urban Institute study completed for HUD, the Urban 
Institute concluded that there are many potential creditworthy 
homeowners that are now renting. In addition, HUD's analysis 
shows that the GSE's lag other lenders in funding affordable loans. 

3. MINORITY LENDING 

Q.3.a. GSE's loan purchases from minority borrowers in terms of 
the total loan volume and as a percentage of total business for the 
period 1990-present. 

A^.a. The Department's data collection of the GSEs' mortgage 
purchases begEin in 1993 as a result of the GSE's Act which became 
effective in October 1992. The Depfirtment does not have data on 
the GSEs' mortgage purchases prior to 1993. The attached chart 
entitled 1)istribution of GSEs' Mortgage Purchases Made to Minor- 
ity Borrowers 1993-1995" and related graphs provides the data re- 
quested for that time period. 
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Q^.b. Please provide denial rates by the GSE's for minority appli- 
cants and contrast these with other mortgage market participants. 
AJi,h. The GSE's do not approve or deny mortgage applications. 
With regard to their purchase activity, there is no data available 
regarding the rates at which minority loans might be rejected for 
purchase. 

Q^c Provide comparable data on minority lending for other 
mortgage market actors — PMl's, FHA, thrifts, commercial bankers, 
mortgage bankers, and the mortgage market as a whole. 
A^.c. Refer to the tables which are being held in Committee files 
for review due to the volume and reproduction illegibility: 
Attachment 1 — African-American and Hispanic Lending by Finan- 
cial Institution: 1994 HMDA* 

Attachment 2 — Bar Graph of African-American and Hispanic 
Lending by Financial Institution: 1994 HMDA* 
Attachment 3 — ^Table 9: 1993-1995 Annual Reporta/Both GSE's 
Q^.d. Are Hispanic borrowers experiencing a greater increase in 
loans than the increase in loans to other minorities? If so, could 
you please describe the factors that contribute to this trend? 
A^^ The data obtained from the GSE's for the transition period 
1993-1996 do not support the premise that increases in loan origi- 
nations are greater for Hispanic borrowers than for other groups. 
Although the GSE's data is limited to information on loans actually 
purche^ed by the GSE's, loan purchases as a percentage of all pur- 
chases for the years 1993-1995 track similarly for Hispanic borrow- 
ers and African-American borrowers. 

Hispanic borrowers accounted for 2.92 percent of Freddie Mac's 
total purchases for 1993 compared with 1.49 percent attributable 
to Afiricim-American borrowers. By 1994 this percentage had in- 
creased by 41 percent to a total 4.10 percent of purchases attrib- 
utable to HispEuiic borrowers. However, during tnis same period, 
purchases for African-Americem loans increased by 76 percent to 
2.62 percent of Freddie Mac's total purchase volume. By 1995 His- 
panic lo£ui purchases had declined to 3.91 percent of Freddie Mac's 
total purchase volume compared to an increase from 2.62 percent 
to 2.85 percent for African-American loan purchases. 

In a similar manner, analysis of Fannie Mae's purchases during 
the transition period disclosed an increase in Hispanic loans pur- 
chased between 1993 and 1994 with Hispanic loans accounting for 
3 percent of purchases in 1993 and 4.93 percent by 1994. A further 
increase occurred in 1995 with Hispanics accounting for 5.25 per- 
cent of all purchases. However, also during this same period, the 
purchases of loans made to African-American borrowers neeirly 
doubled as a percent of total business by increasing from 1.97 per- 
cent of total purchases in 1993 to 3.97 percent by 1996. 

GSE's data has not been captured for a long enough period to 
disclose a lending trend for Hispanics or African-Americans on an 
industiT-wide basis. However, the significant increases that oc- 
curred by the second year of the transition period in both Hispanic 
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and African-American purchases as a percent!^ of total business 
are most certainly attributable to the effects of the GSE's Act and 
tl^performance goals. 

The attached Table 31. Homeownership Rates by Race and Eth- 
nicity: 1983-Present (excerpted from HUD'S "U.S. Housing Market 
Conditions" report dated £^> supports this assessment. 
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Q.3^. What percent of the total population is from African-Amer- 
ican, Hispanic, Asian, Asian-Pacinc, and other identified minority 
groups? What percent of total new borrowers are in each of these 
groups? What percent of homeowners are in each of these groups? 
What percentf^e of these loans Eire purchased by Fannie Mae and 
Freddie Mac? 

A.3^. The American Indiem or Aleiskan Native, Asian or Pacific 
Islander, AfncEm-American, Hispanic, and Other minorities com- 
prised 15.9 percent of the Conventional, FHA, and VA mortgage 
markets in 1994 (source HMDA). The breakdown is as follows: 





Percent of 
Share 


Percent of 

Total 
Population* 




0.4% 
3.0% 
6.2% 

5.7% 
0.6% 








African-American 


12 0% 


HiBpanic 


10.0% 







'Minority population figures on a national basis as reported in the 1995 
Statistical Abstract^ the United States are comprised of individuals, 
including children. The number or percentage of households potentially 
eligible to be homeowners cannot be <Uscemed from these figures. 

The share of total minority loans purchased by Fannie Mae and 
Freddie Mac is somewhat difficult to estimate. While we have data 
on Fannie Mae's and Freddie Mac's individual loan purchases, that 
data does not reflect the entire mortgage market for minority 
loans. Accordingly, HMDA data is the only available source of data 
from which reliable estimates of minority mfu-ket share can be de- 
rived. However, there are some limitations on using HMDA data 
as a basis for evaluating the level of GSEs' purchase activity rela- 
tive to the minority meu-ket. 

One limiting factor is that HMDA data report all home purchase 
and home improvement loan applicants regardless of loan size 
while the GSEs' mfu'ket share is limited to loans at or below the 
conforming loan limit. Also, because HMDA data are based on 
loans which were originated and sold in the same year, the data 
tend to understate the role of the secondary market. For example, 
a loan may be reported by a primary lender as originated during 
1995, but the same loan would not be reported by a GSE until the 
year when the loan is actually purchased by the GSE. Very often 
the year of origination £md the year of sale to the secondary are 
different. Addition£tl limitations include the lack of HMDA data on 
loans made in non-metropolitan or rural areas by primary lenders 
small enough to be excluded from HMDA reporting requirements. 

With regard to the percent of new borrowers in each minority 
population, the Department has no data source for this informa- 
tion. HMDA requires covered lenders to report the race, sex, and 
income of mortgage applicants. No further details are provided 
about the characteristics of the applicant, the type of loan being 
sought (beyond whether it is Conventional, FHA, or VA), or the 
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number of times the applicant may have applied for or received 
mortgage loans in the past. 

However, the Department believes that a valid estimate of GSEs' 
mfirket share can be estimated from data relative to the FHA-el^- 
ble minority market which reflects the percentage of African-Amer- 
ican and Hispanic loans that the GSEs' purchased versus those 
that went to FHA. 

As shown in HUD'S Privatizatum Study, the GSEs' market share 
of FHA-eligible home purchase mort^tges was 18-20 percent for 
African-American borrowers and 24-26 percent for Hispanic bor- 
rowers. This compared to FHA's market share of 48-49 percent for 
African- American borrowers and 41-42 percent for Hispanic bor- 
rowers. 

Attached is a table entitled "Vortg^e Funding by Borrower and 
Census Tract Characteristics — 1994 HMDA" which sets forth mar- 
ket share for African-American and Hispanic borrowers for each 
type of mortgage market partidpmit based on HMDA data alone. 
(Similar statistics using 1995 HMDA data are not available.) These 
percentages include both new borrowers and those refinancing ex- 
isting loans. 

FHA AND GSE's Market Shares For FHA-Eugible Mortgages 
1994 HMDA 





FHA 


GSE's 




32-34 percent^ 
48-19 percent 
41-42 percent 
34-35 percent 

27-28 percent 




Aftican-American _ 

Hispanic „ 


18-20 percent 
24-26 percent 
26-29 peicent 


Total FHA-Eligible Market 


31-34 percent 



f. 



Note: The figures above refer to the percentages of FHA-eligible home 
lurchase mortgage loans in metropolitan areafi (excluding refinances and 
''A mortgages) that were FHA's loans (column 1) or loans purchased by 
the GSE's (colimm 2). For other restrictions and qualifications, see Table 
2.4 in hud's Privatization Report. A range is provided because of the 
uncertainty about HMDA's coverage of FHA and non-GSE's conforming 
loans. The range of estimates assumes that HMDA accounts for SO to 90 
percent of FHA and non-GSE's loons. Data for the GSE's are obtained 
fiom the loan level data base that the GSE's provided to HUD. 

^ Income below 80 percent of AMI (AMI roers to the median income of 
the metropohtan arefO. 

^That is, in 1994, FHA accounted for 32-34 percent of all FHA-eligible 
home purdiase mortgage loans (excluding VA mortgages) made to low- 
income borrowers. 

^Metropolitan census tzacts with (1) median income less than or equal 
to 90 percent of AMI or (2) minority concentration greater than or equal to 
30 percent and tract median income less than or equal to 120 percent of 
AMI. 
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4. MULTIFAMILY LENDING 

Q.4.a. What is HUD's estimate of the total multifamily market 
£md what percentage of the multifamily lending qualifies for each 
of the GSE^s goals? 

A.4.a. In preparing the final rule, the Department, working with 
The Urb£in Institute, undertook an analysis designed to reasonably 
estimate the multifamily market. This was necessary in order to 
define and establish market share eligible to meet each housing 
goal. As described in Appendix C to the final rule, HUD used three 
principal sources — Residentifil Finance Survey (RFS), Survey of 
Mortgage Lending Activity (SMLA), and Home Mortgfige Disclosiu^ 
Act (HMDA) data as principal sources of information on historic£il 
mulUfamily origination volumes. From the data sources cited, re- 
searchers estimated at least $30 billion per year of multifamily 
originations had occurred in 1987-1991. After adjusting for report- 
ing errors in 1993 data, researchers placed the 1993 lending vol- 
ume in the $25-$30 billion range. 

Although multifamily purchases may count under euiy of the 
housing goals, the Special Affordable Housing Goal has a specific 
multifamily component. The D^artment has estimated the market 
share eligible for the Special Affordable Housing Goal as 20 percent 
to 23 percent of total units available. 

The GSEs' 1996 Special Affordable Housing Goal is 12 percent of 
units fmanced. Of this number all may be multifamily units. The 
final rule eliminated the 50/50 split that had been in place during 
the transition years. In addition, the final rule established a spe- 
dfic multifamily component of the Special Affordable Housing Goal 
which is expressed as a dollar amount. This amount is $1.3 billion 
per year for Fannie Mae and $980 million per year for Freddie Mac 
(beised on .8 percent of dollars volume). 

Multifamily purchases may also be counted toward the Low- and 
Moderate- Income Goal and the Geographically Targeted Goed. 

Tables from the GSEs' 1993-1995 Annual Reports contain infor- 
mation regeirding the GSEs' multifamily purchases and are being 
held in Committee files for review due to the volume itnd reproduc- 
tion illegibihty. 

Q.4.b. Provide data on multifiunily lending for each GSE's by 
year — ^in dollars, as percentage of total GSE's lending and as a per- 
centage of total multifamily lending from 1990 to present. 
A.4.b. The Department's data collection of the GSEs' mortgage 
purchases began in 1993 as a result of the GSE's Act that became 
effective in October 1992. The Department does not have data on 
the GSEs' mortgage purchases prior to 1993. However, Figure 16, 
Ktcerpted from OFHEO's 1996 Annual Report, tracks multifamily 
pxurhase figures from 1990. In addition, the following tables from 
the GSEs' 1993-1995 Annual Reports are being held in Committee 
files for review due to the volume and reproduction illegibility: 

Freddie Mac— Table 1: 1993, 1994, 1995 

Freddie Mac— Table 5: 1993, 1994, 1995 

Freddie Mac— Table 7: 1993, 1994, 1995 

Freddie Mac— Table 18: 1993, 1994, 1995 
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Fannie Mae— Table l: 1993, 1994, 1995 

Fannie Mae— Table 5: 1993, 1994, 1996 

Fannie Mae— Table 7: 1993, 1994, 1995 

Fannie Mae— Table 18: 1993, 1994, 1995 
Q.4.C. What contribution does multifamily lending make toward 
the performance of the goals for each GSE? What percentage of 
total low-mod/underserved areas achievements are attributable to 
single family and what percentage are attributable to multifamily? 
A.4.C. Both GSEs' rely on multifamily purchases to meet afford- 
able bousing goals applicable to the most credit constr2uned bor- 
rowers. For tWs reason, Fannie Mae's euid Freddie Mac's annual 
housing reports to HUD, which describe goals performance during 
the year, highlight multifamily business strategies that have con- 
tributed toward goals performance. Both GSEs' are well-positioned 
in the marketplace to create through partnerships and new product 
tines a stronger secondary market for multifamily loans which, in 
turn, will ensure liquidity and encourage continued investment in 
these properties. 

Using data &r 1995 as an example of how multifamily programs 
enhance goals performance, both GSE^ targeted the mfgority of 
their multifamily purchases toward units meeting the Special Af- 
fordable Housing Goal as follows: 

• In 1995 Freddie Mac funded Tnultifamily mortgages for 68,381 
units of which 48,968 qualified under the Special AfTordable 
Housing Goal. The qualifying units represented 71.6 percent of 
all multifamily purchases and accounted for 35.8 percent of the 
combined single-family and multifamily units that qualified 
imder the Special Affordable Housing Goal. 

• During this same year, Fannie Mae purchased mortgfiges se- 
cured by 157,327 multifamily tmits of which 102,886 imits or 
65.4 percent of total multi&mily purchases qualified as Special 
Affordable Housing purchases. MtUtifamily units comprised 43.5 
percent of Fannie Mae's total single-family and multifamily pur- 
chases counting luider the Special Affordable Housing Goal. 
Freddie Mac's 1995 Annual Report to the Secretary described the 

following multifamily initiatives undertaken to meet housing goEils: 

• Wavecrest Gardens, a mfg'or apartment funding in New York 
^ity, which houses 1,657 households and is affordable to low-in* 
come families earning 80 percent or less t^ area median income; 

• Tax Credit Mortage, a structured transaction involving eight 
apartment properties, wherein all 1,912 units are affordable to 
veiy low-income famiUes earning 60 percent or less of area me- 
dian income. 

Fannie Mae's 1995 Annual Report to the Secretary also focused 
on multifamily activities during the year. Some of the programs 
that helped Fannie Mae meet its Affordable Housing Goal are £is 
follows: 

• New Construction product line was introduced to streamline new 
(instruction, rehaMlitation financing of affordable hoiislng for 
low-income renters; 
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• Ten Multifamlly Negotiated Transactions were completed for a 
total of $2.4 billion to provide liquidity for lenders who finance 
affordable renteil housing in central cities. 

• Enterprise Mortage Investment, Inc., was created in partnership 
with the Enterprise Foundation to provide mortgage financing to 
nonprofit developers of multifamlly rental properties for very 
low-income families. 

However, the GSE's "have more to do in the area of multifamlly 
lending. Single-family mortgages ma3i:e up the vast majority of the 
GSEs' mortgage purchases. Year-end figiuvs for 1995 disclose that 
96.3 percent of goals purchases for Fannie Mae were single-family 
mortgages while 98.3 percent of Freddie Mac's goals were achieved 
with single-family mortgage purchases. (Percentages pertain to the 
total of all impaid principal balances for all mortgages acquired 
and counted under the three housing goals during the calendar 
year ending December 31, 1995, as reported in Table 1 of each 
GSE's Annual Housing Report to HUD.) 

Table 1 covering the transitional years of 1993-1995 summarizes 
multifamlly activity for each GSE and provides percentages of pur- 
cliases counting toward each goal are being held in Committee nles 
for review due to the volume and reproduction illegibility. 
Q.4.d. Provide data on multifamily lending market share for (Aher 
mortgage market participants. 

A^d. The attached figure entitled 'Multifamily Mortgage Origina- 
tion Volume By Source 1995" compares multifamily market share 
activity of various peirticipants. 

Also tables for years 1980-1995 and first quarter 1996 attached 
entitled "Annual Gross Flows of Long-Term Mortgage Loans on 
Multifamily Properties by Loan Type for Eleven Major Lender 
Groups." Tliis data was compiled by the Department's Office of Fi- 
nancial Management and published in the Survey of Mortgage 
Lending Activity. They are being held in Committee files for review 
due to the volume ana reproduction illegibility. 
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8. CONFORMING LOAN LIMITS 

Q.S.a. Provide conforming loan limits, FHA mortgage limits, and 
median home sales price, median existing home sales price, and 
median new home sales price by year for period from 1980 to the 
present. 

AJt.a. Tables and charts are being Held in Committee files for re- 
view due to the volume and reproduction illegibility. 
QJt.b. Plefise provide the median home sales prices, existing home 
sale prices, and new home sales [nices for [various States] from 
1980 to the present. 

AJt J>. This information is not available. 

Q.8.C. Provide single-family market share data for all mortgage 
originations for each of the mortgage market participants for the 
period 1980 to the present. 

AJi.c. Tables from HUD'S Survey of Mortgage Lending Activity are 
being held in Committee files for review due to the volume and re- 
production illegibihty. 

Q^d. Provide single-family market share data for £dl mortgage 
originations for each of the mortgage market participants for origi- 
nations below the conforming loan limits for the period 1980 to the 
present. 

A^.d. This information is not readily available to us. We will pur- 
sue a HMDA analysis if this particular information is still needed 
after reviewing the other data supplied for the record. 
Q.5.e. Is the index used to adjust the conforming loan limits the 
appropriate index? 

AJt.e. HUD has undertaken no studies to ascertain the appro- 
priateness of the current index or the desirability of basing con- 
forming loan limit adjustments on an alternative index. Insofar as 
the current measure of house price increases as reported by the 
Federal Housing Finance Board is a reasonable index, it may be 
construed to be an appropriate basis for adjusting loan limits until 
further analysis and research is conducted to validate its use. 
Q.5.f. Under current law, if that index goes down, should the con- 
forming loan limit also decline? Why or why not? 
AJt.f. This is an issue that would require more study to determine 
lili^ly impact on the housing markets. We believe that a conforming 
loan limit is needed to focus the GSEs' efforts. This limit w£is in- 
tended to serve borrowers, not the GSEs', by ensuring that in- 
creases in the conforming loan limit track house prices. However, 
decreasing the limit when the index declines could have unin- 
tended effects on mortgage credit £md housing finzmce meirkets that 
cannot be adequately anticipated without furfiier study. 
Q.8.g. If the conforming loan limits were eliminated, what would 
be the effects on prices of mortgages above £md below the conform- 
ing loan limit? 

AJi.g. Nearly everyone with actual day-to-day experience in the 
mortage lending industry yiovXd agree that conforming loans typi- 



Digmzcd by Google 



cally have a lower efTective interest rate l^utn do the jumbo loans, 
taldng both the note rate and loan points into account. The three 
mfvjor economic studies on this issue all concurred that this is be- 
cause of the GSE'b and the efficiencies they bring to the conforming 
marketplace. However, in the absence of a distinction between the 
conforming and jumbo loans and provided the GSB's were not re- 
stricted in the loan amounts they could purchase, then the pricing 
differential becomes more difEicult to determine. HUD has con- 
ducted no research or analysis of the probable effect on pricing that 
elimination of the conforming limit would produce. 
Q.S.h. What other effects might eliminating the conforming loan 
limits have on mortgage markets? 

A^Jl. hud believes the conforming loan limit is needed to focus 
the GSEs' efforts. The GSEs* are obligated to provide liquidity to 
the mortgage markets, ensuring that adequate capital is accessible 
to all Americans, particularly me low- and middle-income families. 
EUminating the conforming loan limit could have the effect of di- 
verting more resources, induding the GSEs' resources, toward the 
higher-end of the mortgage market. 

Q.6.L Provide historical data showing the GSEs' share of outstand- 
ing mortgages. 

AJi.i. See the attached Table: "Single-Family Mortgage Debt Out- 
standing by Source of Funds." This table was Table 2.2 in HUD'S 
Privatization Study (p. 42). 
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6. PEBFOBMANCE OF AFFOBDABLE HOUSING LOANS 

Q.6.a. You said you were looking at default rates and delinquency 
rates on affordable loans by the GSE's and other financial institu- 
tions. What have you learned so far? 

A^a. Both Freddie Mac and Fannie Mae consider their delin- 
quency and default rates prcvrietaiy information. 

In published information (Federal Reserve Bulletin, July 1996, p. 
642), Freddie Mac has reported that the 60-day delinquency rate 
on loans originated in 1994 under its Affordable Gold Program {de- 
signed primarily for those below median area income) shows a de- 
linquency rate about 60 percent higher than that for a peer, group 
of traditionally imderwritten mortgages. One -part of the Affordable 
Gold Program is the 3^ pn^ram where the loan is 95 percent loan- 
to-value, and the remaining 6 percent is divided, with 3 percent 
coming from the homebuyer and 2 percent in the form of a loan or 
gift to the homebuyer. According to Freddie Mac, the 3/2 program 
is showing delinquencies, throu^ February 1996, about four times 
higher than those of comparable traditionally underwritten loans. 
While this performance is dramatically different from Freddie 
Mac's traditional portfolio, it should be noted that mortgage lofuis 
purchased by Freddie Mac under these special programs represent 
about one half of one percent of Freddie Mac's total purchases, and 
are an Immaterial component of its bousing goal performance. 

Fannie Mae has not published any statistics on its Single-Family 
Affordable Housing Program (Commimi^ Homebuyers), but has 
reported that its experience is within its expectations for the pro- 
Two of the mortgage insurance companies, Mortgage Guaranty 
Insurants Company (MGIC) and General Electric Capital Morteage 
Insurance Company have published limited statistics on affordable 
housing loan performance, which are not directly comparable to 
Freddie Mac's statistics due to different definitions of affordable 
housing and different time-periods covered. MGIC has identified 
layering of relaxed underwriting standards, particularly when com- 
bined with adverse credit records, as a contrioutor to the higher de- 
linquencies than those on the traditionally underwritten book of 
business. The report from MGIC is entitled "Tapping Our Nations 
Homeownersbip Potential." 

The Department has been briefed by Fannie Mae and Freddie 
Mac on the performance of affordiUile housing loans. Also, anec- 
dotal evidence presented at the various affordable lending forums 
sponsored by the Department indicate that performance varies 
widely subject to wheUier practices, such as pre-purchase counsel- 
ing, were offered to borrowers and how familiar the lender is wiUi 
the local lending area. For example, a number of banks and com- 
munity oi^anizations have stated that their delinquency ratios on 
affordable housing Ioeuis are less than that on the standard port- 
folios of similar mortgages. 

Materials documenting the three forums sponsored by the De- 
partment are being held in Committee files for review due to the 
volume and reproduction illegibility. The Department continues to 
follow the subject carefully. 
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SUMMARY OF THREE FORUMS 
Beat Practices in Affordable Housing Lending 
Summary 

The U.S. Department of Housing and Urban Development, to- 
gether with the Federal Housing Finance Board, and the Federal 
Home Loan Banks, sponsored three forums in Washii^ton, DC on 
affordable housing lendii^ as follows: 

1. "The Performance of Affordable Housing Loans"— April 24, 1996 

2. "Homeownership Education and Managii^ Affordable Housing 
Loans"— May ?2, 1996 

3. The Impact of Automated Underwriting on Affordable Housing 
Loans"— June 26, 1996 

ParticipEmts represented Fannie Mae, Freddie Mac, private mort- 
gage insurance companies, mortgage companies, banks and thrift 
institutions, housing finance agencies, the FHA, Ginnie Mae, and 
others. Approximately 30 persons, exclusive of HUD representa- 
tives, participated in each discussion. 

The forums were designed to provide a framework for attendees 
active in industry and housing issues to exchange viewpoints and 
share practical experiences with representatives of HUD and other 
Hnancial and regulatory institutions. One immediate outcome of 
these discussions was the identification of "best practices" for af- 
fordable housing lending which were compiled into the Depart- 
ment's recently published booklet entitled Financing the American 
Dream: Best Practices in Affordable Homeownership Lending. 

These summaries provide an overview of the discussion that de- 
veloped from the forums as well as the objectives set forth for each 
session. Based upon this information as well as each GSE's Work- 
ing Group participant's day-to-day knowledge of these issues, we 
wul explore the following discussion questions during the Working 
Group meetii^. 

Forum No. 1. Performance of Affordable Housing Loans" 
April 24, 1996 

This forum on the performance of affordable housing mortgage 
loans was concerned with the special loan programs that financial 
institutions, nonprofit community lenders. Housing agencies, mort- 
gage insurers, the Federal Home Loan Banks, Fannie Mae, Freddie 
Mac, and the Federid Housing Administration have develo[>ed in 
order to make homeownership possible for low- and moderate-in- 
come families. 

liie purpose of the forum was to determine why certain afford- 
able housing loan programs are performing well and to identify 
Eractices that may improve the performance of affordable housing 
lan [»rograms in order to enable a larger number of low- and mod- 
erate-income persons to own, and maintain ownership in, a home 
ra^er than continuing to rent. 

Specific objectives were as follows: 

• To establish broad parameters defining affordable housing loans 
for the purpose of the day's discussion. 

• To identify what the participants' experience is with regard to af- 
fordable housing lending. 
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• To identify why certain lenders, insurers, and purchasers of 
loans have 8U0i»ssfuUy maintained a low level of delinquencies 
and defaults while others are concerned about higher or iinac- 
ceptable levels of delinquencies and defaults. 

• To make recommendations for the best practices to improve the 
performance of affordable housing loans. 

Summary of Discussion Results 

The discussion by the participants of loan performance was frank 
and informative, with piu-ties identiiying performance problems, al- 
though why some lenders have excellent performance records and 
others do not is a matter to be examined fiirtber. The session led 
to a much better understanding of *^st practices" which, accom- 
panied by the information in the second forum, led to the publica- 
tion of Financing the American Dream. 

The participants in the secondary market reported that afford- 
able Iwusing loan peribrmance was generally within an acceptable 
performance range, but there were areas where the risk did not ap- 
pear to be acceptable over a period of years, particularly where un- 
derwriting flexibihties had been layered and where the seller had 
financed part of the borrower's downpayment. All lenders empha- 
sized the preliminary nature of performance reports, given that 
most affordable loan programs are only a few years old. The sec- 
ondary market participants discussed the use of automated tmder- 
writii^ as a way to set quality control guidelines on underwriting. 

The primary lenders and communis oiganizations concentrated 
on the value of understanding the community of affordable housing 
borrowers, and said that cueful underwriting was successful in* 
maintaining loss ratios at or even below the loss for the standard 
loan portfoUo. There was strong support for homebuyer counseling 

Erograms as a way to improve performance of affordable housing 
lan programs. 
Selected conclusions in the day's discussion include: 

• Although affordable housing loans fall within several broad cat- 
egories, the main fficus of the discussion was on loan programs 
for borrowers below area median income where non-traditional 
imderwriting guidelines are used. These usually involve one or 
more factors, mduding loan-to-value ratios of 96 percent or more, 
liberal debt-to-income ratios, non-traditional evaluation of credit, 
and waiver or partial waiver of reserve requirements. 

• Affordable hoiuing lending is an important and continuing part 
of today's loan programs. In general, the performance of these 
loans is satisfactory. Some report that their affordable housing 
loan portfolios perform better Uian the standard portfoho, but the 
majority, including those in the secondary mortgage market and 
Uie private mort^ige insurance companies, report higher delin- 
queacy ratios for ^ordable housing loans than with the com- 
parable book (^ standard loans. 

• Where ban flexibilities have been layered one upon another, de- 
Unqurades are hitter than generally acceptable in the secondaty 
market. This is particularly true with the 3/2 programs that of- 
fered a 95 percent LTV with the remaining 5 percent consisting 
of 3 percent from the borrower and 2 percent in the form of a 
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gift, a seller contribution or an unsecuritized loan. The 3/2 pro- 
grams are a small part of affordable housii^ loan portfolios. 

• Infonnation on claims for Eiffordable housing loans is preliminaiy 
because most of those loans were made in the last few years 
which is an insufficient performance period for claims patterns to 
develop. Some believe that delinquencies for affordable housing 
loans cure more readily than the standard book whereas others 
see no evidence of that. 

• Community-bEtsed lending by nonprofit groups may be a signifi- 
cant factor helpii^ improved loan performance. 

• Homebuyer education and counseling contribute to better loan 
performance. Some primary lenders oelieve that careful under- 
writing, plus counseling for borrowers, will prevent performance 
problems currently tied to credit risk or lack of reserves. (Home- 
buyer education and counseling was discussed in more detail in 
the second forum, held May 22.) 

Fonim No. 2. "Homeownership Education and Managing 
Affordable Housing Loans"— Mi^r 22, 1996 

Homeownership education is often cited as an important meas- 
ure to reduce the possibility of loan delinquency. The enhanced 
servicing of affordable housing loans is also beheved to improve the 
performance of ztffordable housing loans. This forum explored both 
topics. Homeownership education and portfolio management were 
linked together in the forum because affordable housing loans, as 
distinct from standard loans, often benefit from both pre-purchase 
and post-purchase counseling as well as early intervention in serv- 

Spedfic objectives were as follows: 
Homeownership Education and Counseling 

• To identify the various types of homeownership education and 
counseUng that are offered, and to determine which methods are 
most effective, feasible, and desirable. 

• To determine the best time for homeownership education and 
counsehng given the complexities of reaching potential borrowers 
and the costs involved. 

• To identify the issues associated with funding homeownership 
education and counselit^. 

Managing Affordable Housing Loans 

• To identify what different or additional servicing practices are 
necessary to manage affordable housing loans. 

• To determine when to contact a borrower who has missed a pay- 
ment deadline and when post-purchase counseling is appropriate. 

• To identify and assess tKe effectiveness of various methods of 
curing delinquent affordable housing loans. 

• To determine the best methods for mitigatii^ losses in cases of 
default on affordable housing mortgages. 

Summary of Discussion Results 

The momii^ was devoted to pre-purchaae education and counsel- 
ing and the afternoon was spent discussing servicing, including 
post-purchase coimseling, and loss mit^tion techniques. Partici- 
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X pants emphasized the importance of counseUnp potential home- 
rs on budgeting, often over a long period oi time. While most 
dable housing nDm^uyers turn to counseling only after they 
have signed a sales contract there was a consensus that counseling 
was far more valuable hefore the appUcant began to look for a 
house and certainly before the sales contract was signed. 

The cost of counseling and education was specifically addressed, 
with some discussion of what would be a desirable standard for 
pre-purchase coimseling. There was no agreement on how the costs 
should be borne, but distinctions were made between funding class- 
room education for potential homebuyers and specific counseling 
when the homebuyer is ready to piuxhaae. 

Guidelines were suggestra for determining quickly what were 
the causes for a delinquent mortgage payment. Recommendations 
were made for the use of commimity oi^anizations which would 
help the borrower resolve mortgage problems along with other fi- 
nancial problems which could be contributing to uie deUnquencv. 
Specific suKestions on emergency stabilization mortgage fimas 
Crainy day funds") and other solutions for limiting the amount of 
loss were included in '^st practices" in counseling and servicing. 

Condusions in the day's mscussion include the following points: 

• A distinction must be made between education which normally 
provides homebuying information in a classroom setting and 
counseling, which is one-on-one between the counselor and the 
potential homebuyer. 

• The most desirable way to prepare homebuyers is through coun- 
seling provided before any rales contract is signed. About 80 per- 
cent of affordable housing loan applicants nave not had that 
coimseling prior to signing a contract on a house. 

• Education comes first. At least 80 percent of those attending edu- 
cation sessions are not ready to buy a house, and a substantial 
portion consider themselves to have credit problems. Many fami- 
lies require long-term counseling on budget management. Con- 
cerns were expressed over counseling by tdephone, although it is 
better than no counseling at all. 

• Tlie real estate broker might be the person to persuade the po* 
tential homebuyer to take nomeownership counseling. There was 
discussion about whether or not a real estete agent will provide 
the affordable housing buyer sufficient information, particularly 
about repairs needed. 

• Coste of counseling are usiially covered through contracts, granto 
and fees. Costs of counseling and homeownership education were 
estimated, and there was a discussion about whether or not the 
potential homebuyer should be required to pay a fee. Where the 
borrower has access to a particular loan product, the provider of 
the product should pay the pre-pun^ase counselii^ fees. The 
costs can be capitalized over the ufe of the loan. Before there is 
agreement on what coste the lender should pay and what costs 
should be borne by others, including the borrower, there has to 
be a better agreement on what kind of education and counselii^ 
produces satisfactory resulte in loan performance. 

• Communis organizaticms can be very helpful in post-purchase 
counseling. The lenders must advise the community oi^raniza- 
tions about delinquencies monthly, the borrower must have 
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agreed to the release of the infonnation to those involved in the 
mortgage trEtnsaction. The community organization must usually 
work with the borrower to help solve all the credit problems, not 
just the late mortgage payment. 

• The aifordable housing borrower should be called 10 days after 
a payment is missed, although loiter intervals were also sug- 
gested. One lender's experience is that 85 percent of mortage 
loans cure on their own without lender intervention other than 
notices. 

• Of the lenders which refer delinquent homeowners for counsel- 
ing, too few make provision for payii^ for the counselii^. Only 
a small percentage of delinquent borrowers are willing to accept 
counseling. 

• Monthly billings are more effective than payment books. Auto- 
mated deductions are valuable. 

• As workout alternatives, the creation of a 'i'ainy day fund" is val- 
uable to cover emergencies, such as illness or temporary loss of 
work. Lenders also find that forebearance is often more effective 
than foreclosure. 

Forum No. 3. "Impact of Automated Underwriting on 
Affordable Housing Loans"— Jane 26, 1996 

In this forum participants explored issues related to the compat- 
ibihty of automated underwriting technology, including credit scor- 
ing, with recent gains in affordable housing lending. Automated 
underwriting as a technology brings certain efficiencies and cost 
savings to the mortgage credit market, The challenge is to deter- 
mine how to marshall the potential of AUS in such a way that it 
can serve to expand affordable housing loan activity, not restrict it. 

Specific objectives for the forum were as follows: 

• To provide participants with a broad perspective on technological 
advances in morteage lending and explore common misconcep- 
tions about the effects of this technology as well as opportunities 
for affordable housing loans. 

• To identify ways in which affordable housing borrowers may ben- 
efit from or be eiffected by Automated Underwriting Systems, and 
explore ways that automated underwriting could benefit non-tra- 
ditional homebuyers and/or first-time homebuyers who have 
avoided buying out of fear and uncertainty. 

• To explore ways in which automated underwriting may or may 
not improve risk man^ement and management of affordable 
housing loan portfolios. 

Summary of Discussion Results 

The morning wsis devoted primarily to a discussion of what mort- 
gage scoring, as a form of Automated Underwriting Systems (AUS) 
cowd accomphsh. The providers of both credit scorii^ and mort- 
gage scoring services beheved that the new systems would provide 
a much quicker, more accurate, and bias-free form of evaluating 
the majority of potential borrowers. By enabling a quick decision 
for a substantial number of borrowers who score well, there is more 
time for working with the borrowers whose mortgage scores are 
closer to the margin. 
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It was generally agreed that there were possibilities of using 
scores to reach potential first-time homebuyers who may not have 
realized that they could qualify for a mor^^e. On the other hwid, 
there was a concern that, since many afTordahle housing borrowers 
require as much flexibility as possible in the underwriting process, 
the new scoring process would eliminate them. Several emphasized 
the importance of having a system of referrals and override which 
promises a review of those affordable housing applicants turned 
down. 

Automated Underwritii^ Systems can also be useful for review- 
ing portfohos to provide imormation to determine why certain loans 
go into default. The systems may be developed so as to be of use 
to counseling organizations. 

In short, the participants had a positive view of probable benefits 
for affordable housing borrowers, ^though concerns about the accu- 
racy of credit record information have to be addressed, and there 
must be longer-term analysis to determine if the system is fair to 
the affordable housing borrowers. 

Selected conclusions in the day's discussion include: 

• A distinction must be made between a mortgage score and credit 
score. The former is a system-generated numeric value based on 
the mortgage application data. It usustlly includes a weighted 
value for credit report data. The latter is a numeric value based 
only on credit report data, which is consumer loan data. It does 
not include application data, such as income, employment, debt- 
to-income ratios, etc. 

• Mortgage scoring leads to more "accepts" than does credit scoring 
alone. 

• Automated Underwriting Systems (AUS), or credit scores alone, 
can be used to expand outreach. For instance, a lender may ac- 
quire and use mailing lists of those with FICO scores of 620 or 
greater, but participants agreed that scoring parameters de- 
signed to exclude those below a certain cutoff probably did not 
benefit affordable housing loan initiatives. Lenders will continue 
to have trouble reaching the borrowers with non-traditional cred- 
it profiles. 

• There is currently no way to weigh or factor in the benefits of 
homebuyer counseling in a mortgage score. 

• AUS could be used for risk-based pricing of mortgage loans, but 
this contradicts the purpose of keeping affordable housing loans 
affordable, assuming that the non-traditional mortgage loans are 
likely to be more risky than the standard loan portfolio. Risk- 
based pricing already occurs in that mortgage insurance pre- 
miums are higher for veiy high loan-to-value ratio loans. Risk- 
based pricing for loans themselves, in addition to the mortgage 
raremium, is not a marketing necessity at the present time. 

• There was a discussion on whether or not the commissioned- 
based system, which favors loans that can be approved and 
closed quickly, is adequate for underserved areas where more 
borrowers require individualized attention for their loan applica- 
tions, called "refer" loans. Iliere remains considerable ambiguity 
about what is and what is not acceptable for approval for "refer* 
loans. There was some concern that, as the patterns for dedding 
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"refer" loans are adapted into AUS, there might be a tendency 
to institutionalize prior biases. 

• Cross subsidization exists in the sense that AUS can lower the 
cost of applications which are accepted easily, leaving the lender 
better able to bear the costs of the more intensive "refer^ loans. 

• AUS has been used extensively to review loans already made. It 
may be able to help determine whether special intervention is 
necessary when a loan is delinquent. There is not enou^ history 
or data yet to determine the effectiveness of this approach. 

• The AUS is still in the "stone age" of development. As systems 
become more sophisticated and better able to evaluate non-tradi- 
tional credit and layered risks, the opportunities to include more 
borrowers will increase. 

Q.6.b. Provide any available data on the performance of affordable 
lutusing lending relative to conventional loans. Affordable housing 
loans should include: 3/2 loans, and 97 percent and 95 percent 
loan-to-value loans. Criteria for comparison might include delin- 
quency rates, default rates, recovery rates, origination costs, and/ 
or total loan yields. 

A^b. No comprehensive study on the performance of affordable 
housing loans is currently avEiilable. The Consumer Bankers Asso- 
ciation published its 1996 annual report on the characteristics of 
Affordable Housing Programs, but did not include any information 
on the performance of the loans originated under these programs. 
The MortgEtge Bankers Association of America conducted a survey 
on delinquency rates but did not separate out affordable housing 
loans from the overall data or from their findings. HUD plans to 
undertake a research prmect on the performance of affordable 
housing loans during FY 1997, but the results of that study are de- 
pendent on HUD's abihty to collect adequate data. (The research 
study, itself, is subject to the availability of research funds to com- 
plete the work.) L^ders may be reluctant to share their data with 
the Department. Also, because many of the fiffordable loan pro- 
grams began in the early 1990's, the period in which these loans 
nave been active is fairly short. Performance measures on these 
unseEisoned loans may not be indicative of long-term trends. 
Q.6.C. Provide data on the relative performance of loans on low- 
cost housing (eg., loans < $60,000 and loans < $75,000). 
A.ex. This data is not available for the conventional mortgage 
market. 

Q.6.d. Provide historical trend data on average loan-to-value ratios 
fm* the mortgage market as a whole and for each of the mortgage 
market participants (especially GSE's and FHA). 
A.6.d. See attached table (Figure 10) excerpted from 0FHE0*8 
1996 Annual Report to Congress. Also refer to the attached teiAe 
excerpted from the (1993) American Housing Survey. 
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Figure 10 

Loan-to-Valae Ratios of ConTeational Single-Family 

Mortgages and Percent^e of Ori^nations with LTV > 90% 
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Table 4.7: Loan-to-Value Ratios of FHA, GSE's, and 
Conventional Hoiie Purchase Loans, 1993 





Over 96 


Over 90 


Over 80 




peicmt 


percent 


percent 










FHA (1993) 








ReftnaruxB and Purchages 










54% 


79% 


94% 


Purchases (in metro areas) 






63% 


88% 


98% 


Repeat Buyer 


61% 


86% 


97% 


All 


62% 


87% 


97% 


GSE'8(1993) 








Refinances and Purchases 








national 


0% 


6% 


20% 


Purchases (in metro areas) 








First-time Buyer 


0% 


30% 


58% 










AU 


0% 


20% 


43% 


Purchases (FHA-eligibU mariet in 








metro areas) 








First-time Buyer „ 


0% 


29% 


55% 












0% 


19% 




AHS (national sample, 1991-1993) 








FHA 








All 


50% 


75% 


90% 














Conforming Conventional 








All „ „ 


16% 


33% 


57% 












16% 


31% 


56% 





S<HJitCE: FHA and GSE's kwn-kml data 
the 1993 American Housing Survey. 

**71.4 percent ti FHA refinances have . 
line refinances. 

Note: The AHS data piwide diSerent t 
due to small sample sizes. In addition, e 
price or loan amount can place the loan 
values are closer for wido' categorieB, such 



maintained by HUD, and data firom 
LTVs because they are atream- 



luM htaa the other sources, primarily 
ta small errors in reporting of house 
I the wrong LTV category. Note that 
9 over 80 percent LTV. 



36-340 96-4 
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7. NEW PROGRAM APPROVALS 



Q.7.a. Number and names of programs submitted to HUD for ap- 
proval. Number approved, number rejected, £ind names of rejected. 
A.7.a. For Fannie Mae, HUD approval of new programs has been 
required since 1970. For Freddie Mac, HUD approval of new pro- 
griims has been required since the regulation of the Company was 
transferred from the Federal Home Loan Bank Board to HUD in 
1989. 

The table on the next page entitled "Fannie Mae New Program 
Approvals" summarizes HUD's approval of new progreims. This list 
is complete based upon historical information currently available. 
Although Freddie Mac initiated an inquiry to the Department by 
letter dated June 7, 1990, regarding a program to offer open-ended 
mortgages, no formal request for new program approval was initi- 
ated. The Department is continuing to research records for any ad- 
ditional information which may be archived regarding its history of 
reviewing and approving new programs for Fannie Mae. 
Q.7.C. What has been the average time for review for each new 
program reviewed by HUD? 

A/Jjc. hud has often found it necessary to request additional data 
and information from the GSE's to conduct comprehensive reviews 
of new progrsim propos^ds. The time needed to review each proposal 
lengthens significantly when additional requests for data are nec- 
essary; that is, when HUD lacks sufficient information to make a 
determination to approve or to reject the request. Therefore, the 
amount of time needed to review each progr£un has depended on 
the features of each program review request. Given that requests 
for apptroval of new progrEims are very infi^quent, HUD has not 
maintained records of review times. However, the GSE's Act im- 
poses specific timeframes on the DepEirtment which it intends to 
achieve for all future new program submissions. These timeframes 
^re as follows: 

• The approval or disapproval within 45 A&ys from the date it is 
received; 

• llie approval or disapproval within 60 days from the date it is 
received if the Secretary has determined that additional informa- 
tion is needed to process the request and the review period has 
been extended by 15 days. 
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FANNIE HAE NEW PROGRAM APPROVALS 



GSE 


PROGRAM NAMEmrPE 


STATUS 


DATE OF 

RNAL 

ACTION 


Fannie Mae 


Mortgages 


Approved 


1/25/71 


2. Uitan Loan Participatkxi 


Approved 


12/6/77 


3. Two-to-four Family Mortgages 


Approved 


12/20/77 




Approved 


3/12fflO 




Approved 


4/23/80 


6. Participabons in Single-Famih/ 
Loan Pools 


Approved 


7/17/80 


7. Loans on Security of 


Approved 


11/4/80 


8. Honw Impfovomeot aiKl Energy 
Loans 


Approved 


2/24/81 


9. Issuance of MBS 


Approved 


9/23/81 


10. Second Mortgages 


Approved" 


9/81 


11. Muttifamily Program Changes 


Approved 


10/4ffl3 


12. Issuance of REMCS 


Approved 


Aizmi 


13. Issuance of Cotateralized 

Mortgage Obigations (CMOs) 


Approved 


5/1/89 


14. Loans on Secuity of Mortgages 


Denied 


12/28/90 


15. Pilot Single Family Construction 
Loan Program 




1/24/91 




Approved 


7/20«2 


17. Purchase of Energy Efficiency 
Loans 


Approved 


4/1 4«4 



(* Corvlitional approval panted 9/B1 to expire 3/31/B3; approval extended to 9/30/84 
and re-exlended to 10/31/94 or such earfier date wtien superseded by grant of 
authority to Fannie Mae by Secondary Mortgage Market Enhancement Act of 1984.) 
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8. UNDERSERVED AREAS GOAL 

Q.8.a. What evidence did HUD use to Identify underserred areas? 
A.8.a. HUD's definition of underserved areas is based on studies 
of mortgage lending and of mortgage credit flows conducted by 
academic researchers, community groups, GSE's, HUD, and other 
Government £igencies. ConsistenUy, the researchers concluded that 
low-income and minority neighborhoods have higher mortgage de- 
nial rates and lower mortgage origination rates than other neigh- 
borhoods. 

Furthermore, HUD and The Urban Institute analyses showed 
that HUD's imderserved definition predicted mortgage credit flow 
problems better than central city or higher income threshold defini- 
tions. In fact, the mortgage denial rate in delineated census tracts 
is 21 percent, nearly twice the rate of tracte excluded from the final 
rule definition. 

Q^b. What percentEtge of the Nation's census tracts are covered 
by the new definition of underserved areas in the final rule? 
A^b. Under the final rule definition for underserved areas, 47 
percent of the metropolitan census tracts £md 44 percent of metro- 
politan population are covered by the new definition. Also, HUD's 
definition includes 1,511 of the 2,305 counties or 66 percent in non- 
metropolitan areas and accounts for 54 percent of the nonmetro- 
politan population. The final rule definition also tsirgets the most 
disadvantaged rural counties. It covers 67 percent of nonmetro- 
poUtan poor and 75 percent of nonmetropolitan minorities. 
QAc. What percentage of the Nation's census tracts were covered 
by the underserved areas definition in the proposed rule? How 
many new census tracts were added to the definition with the 
changes from the proposed rule to the final rule? 
A^c. In the proposed rule, the definition for "Hinderserved areas'* 
would have included 39 percent of metrepolitein tracts. The new 
definition in the final rule added 3,657 tracts. 
Q.8.d. What percentfige of the Nation's census tracte were covered 
by the central cities defimtion? How many £u-eas in central cities 
are no longer covered as a result of the change from central cities 
to underserved are£is? 
A.8.fL The "central cities" definition covered 52 percent of metro- 

K>litan census tracts Eind 47 percent of metropolitan population, 
owever, no census tracte or counties located outside of the OMB- 
des^ated central cities were covered. There are a total of 22,876 
centrjil city tracte. The underserved defimtion adopted in the final 
rule eliminated 9,036 tracte that were determined to be adequately 
served by the mortgage markets based on low-denied rates and low- 
minority concentrations. 

Q.8.e. What percentage of the Nation's very low-income population 
(below 50 percent of area median income) live in the underservecl 
areas census tracte? What percentage of the low-income pt^nila- 
tion? What percentage of the poverty population? What percentage 
of minority populations? 



Digmzcd by Google 



97 

A.8.e. The statute defines low income" as income that is equal to 
or less than 80 percent of area median income, "^ery low income" 
refers to income not in excess of 60 percent of area median income. 
The Department uses these definitions for purposes of collecting 
and sorting data. 

With regard to the percent of low-income and very-low-income 
populations living in underserved census tracts, the Department 
selected a definition for underserved areas that would include all 
low- and very-low-income populations. The result is that all of the 
population earning less than 90 percent of area median income, in- 
cluding those earning less than 80 percent and 60 percent respec- 
tively, are covered by the final rule's definition of underserved 
areas census tracts. 

The Department estimates that other populations living in un- 
derserved census tracts are as follows: 



Percentage 
Living in Under- 
served Census 
Tract* 



Poverty Level . 
Minority 



73 percent 
77 percent 



Q.8.t Please provide data on what percentage of each of the 50 
lai^st cities are covered by the imderserved areas goal. 
A.8^. The underserved areas goal covers 65 percent of the popu- 
lation in the 50 largest central cities. With regard to the 50 largest 
metropolitan areas, the underserved areas definition includes 47.8 
percent of all the census tracts. 

Q.8.g. What percentage of rural areas are covered by underserved 
areas goals? What evidence did HUD use to demonstrate the lack 
of credit availability in rural areas? 

A^.g. Under the final rule, 66 percent of rural counties and 54 
percent trf' the rural population are covered by the underserved 
areas goals. 

Because littie mortgage data is available for the nonmetropolitan 
areas, HUD relied on the experience of the Housing Assistance 
Council and held discussions with rural lenders, rured housing de- 
velopers, public interest groups, and the GSE's at forums on rural 
lending sponsored by HUD and The Urban Institute. As in metro- 
politan areas, these groups identified low-income and high-minority 
areas fis having the greatest mortgage access problems. 

9. GOVERNMENT-SPONSORED ENTERPRISES BENEFITS 

Q.9.a. List the economic benefits. 
A.9.a. Direct benefits: 

(1) GSE's have conditional access to a $2.26 billion line of credit 
from the U.S. Treasury; 



Digmzcd by Google 



(2) GSE's are exempt from securities registration requirements 
of the Securities and Exchange Commission and the States. 

(3) GSE's are exempt from fill State and local taxes except prop- 
erty taxes. 

(4) GSE's securities receive the same attributes and the same 
preferred investment status as Treasury debt. 

(5) GSE's may conduct business in any State, territory, etc. with- 
out complying with any qualification or similar statute. 

(6) Federal Reserve banks may act as depositories, custodians, 
and fiscal agents for the GSE's. Most debt and MBS issued by the 
GSE's can be bought and sold by the Federal Reserve and feder- 
ally-insured financi£il institutions £md members of the FederEil Re- 
serve may make unlimited investments in the GSE's. 

In addition, GSEs' status lowers the GSEs' borrowing costs at the 
s£mie time investors pay a slight premium for agency status obliga- 
tions. This situation immediately translates mto greater profit- 
ability attributable to the market's perception that the Federal 
Government provides an implicit guarantee to agency obligations. 
Q.9.b. Estimate benefits to homeowners. 

A.9.b. The GSEs' activities benefit the housing market in general, 
by providing liquidity to lenders and by more evenly distributing 
mortage capital nationwide. The most commonly cited benefit of 
the GSEs' activities is the reduction in interest rates on conven- 
tional, conforming, single-family, fixed-rate, and long-term mort- 
gages that are eli^ble for purchase by the GSE's. The research 
suggests that the size of this reduction is somewhere between 30 
and 50 basis points. 

Q.9.C. The GSEs' return on shareholder equity, net income, and 
earnings per share. 

A.9.C. Tables from the OFHEO's 1996 Annual Report with this in- 
formation are being held in Committee files for review due to the 
volume and reproduction illegibility. 

Q.B.d. Comparison of the top GSEs' executive compensation. 
A.9.d. The OFHEO is responsible for reviewing these figures. In 
accord^mce with the 1992 Act, OFHEO is charged with prohibiting 
the GSE's from providing excessive compensation to any executive 
officers, defined as compensation "that is not reasonable and com- 
parable with compensation for employment in other similar busi- 
nesses." 

Q.9.e. Comparison of the GSEs' cost of borrowing with yields on 
Treasuries. 

A.9^. It is our imderstanding that this information has already 
been provided to you by OFHEO. 

10. EFFECTS OF TAX POLICY CHANGES 

Q.10.a. HUD estimates of impacts of flat tax on home prices and 
interest rates. 

A.10.a. HT7D has not calculated out any estimates of the financial 
impacts of a flat tax. Thus far, consideration of such impacts has 
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been based only on data analysis conducted by other researchers, 
such as those at DRI. 

As mentioned in your next question, DRI estimates that elimi- 
nation of the mortgage interest deduction would result in a 17 per- 
cent decrease in mortgage interest rates and a 15 percent decrease 
in home values. 

HUD does believe that a decrease in the value of homes, caused 
by elimination of the mortgage interest deduction, could lead to an 
increase in defaults. HUD speculates that a 15 percent decline in 
home prices would increase default losses across all types of home- 
owners. The GSE's and private mortgage insurers, in addition to 
lenders, could experience higher default rates. 

For additional insight on the impact of a flat tax and removed of 
the mortgage interest deduction see articles which are being held 
in Committee files for review due to the volimie and reproduction 
iUegibility. 

Q.10.b. DRI estimated a 15 percent decline in home values. Effects 
on GSE's and on FHA? 

A.10.b. Again, HUD has not calculated out or estimated any im- 
pact of elimination of the morteage interest deduction or a decline 
in home values. Research conducted by others suggests that both 
the GSE's and FHA would eneiienoe higher default rates. Addi- 
tional material will be held in Committee nles for review due to the 
volume and reproduction ill^bili^. 



11. CHARTER ISSUES 

Q.ll.a. Is political advertising consistent with the GSEs' charters? 
A.ll.a. HUD has undertaken no legal analysis to define circum- 
stances where political advertising may or may not be appropriate 
or consistent with charter restrictions. 

Q.ll.b. Is using the Automated Underwriting ^stems for under- 
writing (but not purchasing) jimibo loans or ^C" loans inconsist- 
ent with the charters? 

A.ll.b. The GSE's are required under their charters to purchase 
loans meeting "the purchase standards of private institutional 
mortgage investors." As a result of their charter mandate, Fannie 
Mae and Freddie Mac have virtually defined investment grade or 
prime loans for the mortgage market. 

However, the distinction between A (prime) loans and B/C (sub- 
prime) loans is less clear than it has been in the past. A Freddie 
Mac Loan Prospector pilot program that apphes automated under- 
writing technology to B/C loans disclosed that certain loans once 
classified as B or C would now be considered A-grade investment 
quality. Both GSEs' efforts to better understand and predict risk 
will continue to blur the distinctions between prime and sub-prime 
loans. 

With regard to true B/C and jumbo loans, HUD is evaluating the 
issue of whether underwriting, but not purchasing, B/C and jumbo 
loans is prohibited by the GSEs' cbartov. 
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12. RELATIONSHIP WITH OFHEO 



Q.12^ What services does HUD provide to OFHEO? 
A.12.a. From OFHEO's start-up in 1993 until the agennr moved 
from the HUD Headquarters building in 1995, HUD provided oper- 
ational/administrative services that included the following: 

• Rent 

• Telephone 

• Office Set-up 

• Mail Services 

• Building Services 

• Relocation Services 

• Legal Services 

• Administrative Accounting Services 
(processing payments, maintaining general ledger) 

• Personnel 

• Computer Systems Operations 

After OFHEO moved to its present location (1700 G Street, NW), 
most of the above services were discontinued. However, services 
provided to-date during 1996 include: 

• Administrative Accounting 

• Computer Systems Operations 

• Personnel — ^Human Resources 

OFHEO is an independent agency of HUD with its own budget 
that is approved through the appropriations process. There are 
dear interrelationships between HUD's programmatic regulatory 
responsibilities and the OFHEO's safety and soundness oversight. 
The Department and the OFHEO work together where appropriate 
to achieve the goals of the GSE's Act while limiting the regulatory 
burden on the GSE's. 

Q.12.b. What is the cost of these services? Are these costs reim- 
bursed? 

A.12.b. In accordance with the statute, operational services pro- 
vided by HUD to OFHEO are reimbursable to the Department. Ac- 
cordingly, OFHEO reimbursed the following amounts: 

FY 1993: $ 92,395 

FY 1994: $ 64,714 

FY 1995: $121,921 

FY 1996:* $ 40,689 
As stated in HUD's Privatization Report to Congress, the Dep2trt- 
ment incurs approximately $1.1 in net regulatory costs as a result 
of the GSE's Act. OFHEO's budget is entirely funded &om fees paid 
by the regulatees, Fannie Mae and Freddie Mac. 
Q.12x. What is the Department's view of proposals to transfer 
OFHEO to the Department of the Treasury? 

A.12.C. The Department can find no compelling reason for trans- 
ferring the OFHEO to the Depiutment of the TVejisury. There is a 
synergy achieved by combining the programmatic and the financial 

* Exptaem incurred duruig first three quorten. 
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regulation of these two poweriul GSE's, especially since both enti- 
ties are experts in the areas of housing and mortgage finance is- 
sues and industry trends. 

13. CONTRASUNG GSE^ approach & PERFORMANCE 

Q.13.a. Data provided by the Department suggests that Fannie 
Mae is performing better than Freddie Mac on Uie public purpose 
goals and on minority lending. Is the Department concerned about 
these differences? 

A.13.a. Yes, the Department is concerned and has expressed that 
concern on numerous occasions. Diuing the transitional phase, 
Freddie Mac failed to meet the Central Cities Goal for three con- 
secutive years. In addition, the Corporation also failed to meet a 
multifanuly subgoal of the Special Affordable Housing Goal. Al- 
thoi^h enforcement remedies available to the Dep^lr^e^t were 
limited during the interim period, the Department aid request and 
receive Housing Plans from Freddie Mac for 1994, 1995, and 1996 
as a result of their goal performance. 

Freddie Mac's performance from January 1 to June 30, 1996, is 
summarized below. The data indicate that Freddie Mac is currently 
meeting its Geogr^hically Targeted Goal and overall Special Af- 
fordable Housing Goal. However, purchases counting toward the 
Low- £ind Moderate-Income Goal are short of the required 40 per- 
cent. Also, Freddie Mac's performance under the Multifamily Com- 
ponent of the Special Affordable Housing Goal during the same 
time period is omy 40 percent of the amount required. 





GOAL 


ACTUAL to 
June 30, 1996 




40 percent 

21 percent 

12 percent 

$988iDiUion 


38.65 percent 
24.13 percent 
12.70 percent 




Special Affordable Housing 







By contrast, Fannie Mae currently met or exceeded all the goals 
as of June 30, 1996, with the exception of the Multifamily Compo- 
nent of the Special Affordable Housing Goal where they were at 
84.5 percent of the amount required. 

As a result of Freddie Mac's goal performance through June 30, 
1996, the Dep^lrtment has requested a written report on the Com- 
pany's performance under the Low- and Moderate-Income Goal and 
the Multifamily Component of the Special Affordable Housing Goal 
for the third quarter along with a description of specific actions 
planned to achieve the goals. Based on third quarter performance 
and other information contained in Freddie Mac's Report, a deter- 
mination will be made r^arding the need for a Housing Plan. 

The Department views Eichievement of the mandated housing 
goals to be a serious issue. With the final rule in place, the Depart- 
ment now has increased enforcement capabiUty to appropriately 
oversee and regulate goals performance. 



Digmzcd by Google 



102 

Q.13.b. What are the sources of these difTerences? Are there miti- 
gating circumstances that would justify the differences? 
A.13.b. Two reasons for the differences in performance to date are: 

(1) Freddie Mac and Ffinnie Mae have pursued very different ap- 

R roaches toward meeting their EifTordable housing goals. Fannie 
lae's approach, which has been very successful, is to develop and 
encourage partnerships and promote pilot programs, both of which 
are targeted at promoting affordable housing and first-time home- 
buyer loans. Freddie Mac s philosophy has been to integrate afford- 
able housing efforts along with its traditional mortgage lending 
practices. 

(2) As a result of substantieil losses in its multifamily mortgage 
portfolio, Freddie Mac suspended most of its multifamily puruiase 
activities in September 1990 and did not re-enter that market until 
December 1993, a total hiatus of 3 years. Since then, the company 
has moved slowly and deliberately to re-establish its multifamily 
program ensuring that adequate underwriting standards and risk 
mEuiagement practices were in place to prevent future losses. As a 
result, Freddie Mac's housing goals performance with regfuxl to 
multifamily mortgage purchases have lagged as they rebuut their 
multifamily program. 

The Department is monitoring Freddie Mac's multifamily per- 
formance in 1996 to ensure they achieve the Multifamily Compo- 
nent of the Special Affordable Housing Goal and that the^ are 
working to expand secondary market purchases of multifamily 



Q,13.c. What actions has the Department taken with respect to 
Freddie Mac's failure to meet the Central Cities Goal? 
A.13.C. Freddie Mac feiiled the Central Cities Goal, as defmed for 
the interim period, in 1993, 1994, and 1995. Unfortunately, the De- 
partment's enforcement authorities were limited during the transi- 
tion period. The Department did request and receive a Housing 
Plan from Freddie Mac for 1994 and 1995. With regard to 1996, the 
final GSE's rule was implemented beginning January 2, 1996. 

As part of the final rule, the Central Cities Goal was redefined 
and redesignated the Geographicedly Targeted Goal to focus the 
GSEs' mortgage purchases on communities underserved by the 
mortgage industry including portions of Central Cities, rural areas, 
and other underserved areas. The Department projected that 
Freddie Mac would be able to achieve the redefined goal. Rather 
than request a Housing Plan, the Dep£u-tment required Freddie 
Mac to provide a monthly report of its performance under the Geo- 
graphically Tainted Goal. 'These monthly submissions allowed the 
Department to monitor Freddie Mac's progress toward meeting the 
Geographically Targeted Goal to ensure that the Department^ ex- 
pectations were accurate. In fact, Freddie Mac's performance under 
this redefined goal exceeds the required 21 percent every month 
through September 30, 1996. 

The Department beUeves that the Congressionally-mandated 
goals are reasonable and achievable. Consequently, a failure on the 
part of either GSE to achieve one or more of the housing goals is 
viewed with serious concern. However, during the transition pe- 
riod, the Department had little enforcement authority. With the 
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publication of the final rule, HUD now has the ability to impose 
civil money penalties and cease and desist orders to enforce the 
housing goal provisions and reporting requirements set forth in the 
finftl ride. 

Should Freddie Mac fail to meet one of its 1996 housing goals, 
we will evaluate the circumstances as required by law and taxe the 

Spropriate action. Question 13.a. discussed the actions taken by 
i Department with regard to Freddie Mac's mid-year perform- 
ance under the Low- and Moderate-Income Goal. 



14. CONFUCTS IN HUD^ ROLE AS REGULATOR 

Q.14.a. HUD mana^s the FHA's and Ginnie Mae's programs 
which compete with Fannie Mae's and Freddie Mac's products in 
the marketplace. HUD is ei^figed in a risk-sharing relationship 
with Fannie Mae and Freddie Mac on multifamily housing and is 
proposing to initiate a single-family risk-sharing program. At the 
same time, HUD serves as the regulator for GSE s Affordable 
Housing Goals and provides approvEils for new programs. Do these 
relationships [>ose any conflicts of interest for the Department? 
A.14.a. As the above question states, HUD is the programmatic 
regulator of the GSE's. The Department employs a separation-of- 
duties approach to its regulatory responsibilities. The Office of Gov- 
ernment-Sponsored Enterprises Oversight was established as a 
separate Office within Housing to regulate the Department's pro- 
grammatic responsibilities. In addition, the Department's meuidate 
is to work toward fulfillment of the Nation's housing needs. To that 
end, functions such as providing oversight of the GSEs' housing 
goals which contribute toward this effort, monitoring fair lending 
compliance in the industry, and reviewing new programs for their 
public Impact, are parts of the financing puzzle that fit together 
well to create a picture that includes all groups of borrowers. 

The GSE's Oversight Office's function is organized to avoid con- 
fficts. First, the Office is separate from FHA and GNMA Further, 
with regard to competitive interests, the FHA program is intended 
to meet the needs of more credit constrained borrowers whom the 
GSE's may be unable to serve from a safety and a soundness 
perspective. The program is not marketed in competition with con- 
ventional financing, out rather as an alternative for low- and mod- 
erate-income families with non-traditional credit needs. 

Second, with regard to the partnership activities, the GSE's Act 
requires the Secretary to work with the GSE's to identify ways to 
Eissist them in achieving the objectives of the Act. Risk-sharing is 
just one vehicle the Department is pursuing to achieve those objec- 
tives. Risk-sharing is a win-win opportunity for both the Depart- 
ment, which must also minimize risk to the FHA's Insurance nind, 
and ihe GSE's which have a statutorily mandated role to play In 
the availability of veiy-low-income and low-income housing. These 
interests are compatible and supportive of initiatives that benefit 
the public. 
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IS. AUTOMATED UNDERWRITING & CREDIT SCORING 

Q.lS.a. Who determines a credit score and how is it determined? 
A.15.a. Credit scores are determined by: 

• Credit scoring models use data on borrower credit histories avail- 
able from one or more of the three nationsd credit bureaus — 
Equifax, Trans Union, and TRW. 

• Examples of the types of data used in credit scoring models in- 
clude the length of time a borrower's oldest line of credit has 
been used, the average principal balance of the borrower's total 
debt, the borrower's revolving debt balances as a percent of the 
limits on those balances, and the number of times a borrower has 
been delinquent 60 days or more. 

• Based on statistical analysis of historical data about "good" cus- 
tomers and '^ad" customers, certain financial variables are de- 
termined to be important in the evaluation process of a borrow- 
er's finemdal stability and strength. Once these variables have 
been identified and their predictive capability established, each 
variable receives a weighted value. The simi of these weighted 
values is the borrower's credit score. The credit score is reported 
as a sii^le number. 

• Because credit scores are compiled by credit bureaus find made 
available to lenders who request them with each applicant's cred- 
it report, they may be used as one element of a manual under- 
writing process by lenders that do not have AUS capability. 

• Credit scores are based on consumer finance histories. They are 
not specific to mortgage repayment. As scoring becomes more so- 
phisticated, there is some indication that additional variables 
found in mortgage scores are more predictive for single-family 
loans than are credit scores considered individually. 

• Credit scores are different from mortgage scores which are used 
in most Automated Underwriting Systems. Attached is a defini- 
tion sheet used in a forum on automated underwriting sponsored 
by the Department this summer. A summaiy of the discussion 
held at that forum was included in the response to Question 6.a. 
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DEFINING AUTOBIATED UNDERWRITING SYSTEMS 



As automated undemrWng systems (AUS) continue to evolve, additional 
component cap^tities emerge. However, for purposes of tliis Forum, discussion 
will generally (ocus on the capatiJIitles described below. Particular attention should 
be paid to ttie differences between credit scores and mortgage scores since 
these scores are not the same. 



Examples of the types ot data used in credit scoring models include ttw length of 
time a borrower's oldeet line of credit has t)een used, the average prinopal balance 
of the borrower's total debt, Itie borrower's revolving debt balances as a percent ot 
the limits on those tialancas. artd the number of times a txirrower has bean 
delirx]uent 60 days or more. 



Based on statistical analysis of historical data ^XHJt 'good' customers and 'bad* 
customers, certain fir»r«:iaJ variables are determined to be important in the 
evaluation process of a borrower's financial stability and strength. Once these 
variablas have bean identified and Ihair predictive capability established, each 
variable receives a weighted value. The sum of these weights^ values is ttw 
borrower's credtt score. TtM credit score is reported as a single number. 



Because credit scores are compiled by crecSI bureaus and made availat)ie to 
lenders wtx> request them with each applicant's credit report, they may t>e used as 
one element of a manual undefwrlUng process by lenders that do not have AUS 
capability. 
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Credit scores are based on consumer Hnance histories. They are not spocilic to 
mortgage repayment. As scoring becomes more sophisticated, there is some 
Indication that additional variables lound in morlgage scores are more predictive for 
single family loans than are credit scores considered individually. 



-MORTGAGE^ 
'SCORES^^ >• 



Mortgage scoring models use data on >h& type of loan; the type ol property: data 
from one or more credit bureaus or a credit score; Information from the loan 
application such as the loan-to-value (l-TV) ratio, debt-to-income ratios, cash 
reserves, and the applicant's years on the job: and. In some cases, regional 



Mortgage s< 



mpt to forecast the likelihood of default of Individual morlgage 



Different from credit history scores, mortgage scares encompass all or nearly all 
InformaUon relevant to a loan application. A credit score is just one element of an 
overall mortgage score. Typically, AUS mortgage scores are derived from some 
combination of statistical modeling and njles-based compliance analysis. An 
appraisal analysis may also be Included. 



Collateral assessment modules, also referred to 
as electronic valuations or a^Jtomated 
appraisals, rely on extensive databases of 
property data, generally culled from land records 
and tax records. 
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Collateral assessment technology can cut the borrawar's appraisal costs in half. 
Market Intelligence, Inc., a soHware vendor of vslualion databases, puts the cost al 
$100 lo $135 per appraisal compared to the usual $250 to $350 charged by 
licensed appraisers. 



Behavioral scores rank delinqueni mortgage 
kwns in terms of Iheir probability of going to 
fofedosure. 



Data used In these modelB may indude a current credit score, tfie type of loan. 
bow loog the loan has t»»n d^nquent, the reasons that tfie borrower gives for the 
delinquency, and Iww the borrower has performed if and when the loan has been 
previously delinquent. 



OfficB d FsdBiBl Housing EnlBfprtsa Om 



al Rapofl to CcnOTga 



Tta Impacts al Automalsd LanSnf, ComfncnB foe Sympotium by Rapna*! Boalie, Apm 29. 19M. 
'Euwl Appraisat Hul* CrealM an Indusuy.' EdMiR) Byrd. American Bwtof. Auguai 24, 1995. 
-Analyzing RM Mih CrMK Scotm.' J*ny DeMut^ S«co«laiv MartieBna 6nculv«. OcIMmt 1995. 
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Q.lS.b. What are the Department's views on the increasing iise of 
automated underwriting and credit scoring? 

A.15.b. HUD is examining the automated underwriting technology 
from several perspectives: As a regulator of Fannie Mae and 
Freddie Mac; as an insurer of FHA's single-family loan prt^rams; 
and as a policy advocate for Eiffordable housing programs. We be- 
lieve that automated underwriting has the potential to expand 
homeownership opportunities to many deserving borrowers, provid- 
ing more opportunities for loan approvals, freeing up staff re- 
sources to focus on affordable housing initiatives, and onering new 
business opportunities for financial institutions. However, we do 
recognize the potential drawbacks of automated underwriting and 
plan to monitor the use of the technology very carefully. In our as- 
sessment of the GSEs' Automated Underwriting Systems, we will 
pay particular attention to the impact of the tedinology on the 
GSEs' ability to meet the Affordable Housing Goals set forth in the 
1992 Act and on any fair lending implications that may result. 
FHA, on the other hand, is assessmg the technology to determine 
whether it can be used to expeind opportunities and enhance port- 
folio management practices as well as the extent to which it may 
have £in unintentioneil disparate impact on certain categories of 
borrowers. 

Q.1S^. Is there any evidence that the technol(^cal changes and 
the use of credit scoring will have a disparate impact on minority 
borrowers? 

A.15.C. Automated Underwriting Systems, in and of themselves, 
are benign. It is how they are used that presents the potential 
problems. Further research and analysis is necessary before a de- 
termination can be made about the impact on minority borrowers. 
Mortgagee Letter 96-34 is attached and contains FHA's guidance 
to lenders interested in using Automated Underwriting Systems for 
FHA loans. In addition, FHA announced a pilot with Freddie Mac 
to underwrite the FHA loans using Freddie Mac's Automated Un- 
derwriting System, Loan Prospector. A copy of the press release 
announcing the pilot is attached. 

Proponents of AUS believe that technology will remove bias and 
subjectivity from the lending process, thereby creating more oppor- 
tunity for traditionally xmderserved populations. However, this 
technology is too new to have accrued stmicient data for analysis. 
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MORTGAGEE LETTEH 96J4 

TO: ALL APPROVED MORTGAGEES 

SUBJECT; Single Family Loan Production - Automated Underwriting Systems 

In Mongagee Letter 95-7 {ML 95-7), we announced that FHA would pennil lenders to 
use automated underwriting systems (AUS). Although FHA did not approve or endorse 
these systems per se, lenders could request permission lo use them for underwriting FHA 
mongages. Wifle FHA will continue to approve such requests, under the conditions 
described below, we will now also offer direct approval of individual AUS with lenders 
permitted to simply register their use of an approved AUS and agree to any required 
conditions. 

Since the issuance of ML 9S-7, we have observed the continuing refinement and 
acceptance in the marketplace of various automated underwriting systems and their 
potential for expanding access to new boirowers, streamlining processing, and enhancing 
risk management. We also recognize that there are concerns about how the introduction 
of this technology will affect service lo certain market segments, panicularly those 
borrowers who have traditionally been underserved by the mortgage market. 

FHA has developed a process by which it would consider approval of automated 
underwriting systems themselves. This process will allow FHA to ensure that the use of 
any approved system will meet FHA's policy objectives: 

To identify and approve credit-worthy borrowers that would have been excluded 
from faomeownership under current FHA credit guidelines; 

To enstire that credit-worthy borrowers meeting existing FHA underwriting 
guidelines are not excluded from homcowncrship; 

To expand access to mortgage credit for low- and moderate -income borrowers and 
to prevent unlawful discrimination against borrowers protected by the Fair 
Housing Act and the Equal Credit Opportunity Act; 

To reduce the cost and time associated with originating FHA-insuied mortgages; 
To enhance our ability to assess risk and manage FHA's mortgage ii 
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Thii mortgagee letter sets forth basic requitements of an acceptable AUS and describes 
the process that we intend to follow in reaching a decision whether lo approve an 
automated undeiwiiting system. 

Automated systems come in various forms. Some automate the rules thai are embodied 
in undeiwiiting criteria. Others are based on custom moitgage icorecards that are 
empirically-derived predictors of the risk of default based on selected components of the 
loan applicatioa Some are a combination of both. Otben use neural networks or case- 
based reasoning to enhance decisionmaking. With these systems, a provider of credit can 
offer additioiial underwriiing flexibilities and lessen documentation requirements. 

In addition, portfolio analysts and leader credit risk profiles can be made more accurate 
through such systems. Equally important, since ban performance is a combination of 
underwriting and servicing, automated undeiwritingAisk assessment systems allow lenders 



Under the terms and conditions described bebw, FHA will approve automated 
underwriting systems that it comludes will help FHA to achieve its policy abjeciives. For 
those systems that demonstrate the predictive power of an empirically-based scorecard, 
we will also consider credit policy revisions as well as documentation reductions. FHA 
may impose difierent requirements on lenders using an approved system than on those 
who use traditional FHA underwriting. Approval will only be granted to those 
automated systems that meet these terms and conditions and, at this lime, these 
approvals will relate oi;ly to mortgage scoring, not separate coilaieral assessment loois, 
but FHA reserves the right to consider such tools at a later date. 

AUS Screening Process: 

Only viable, operational automated underwriting/risk assessment systems that survive an 
initial review wiD be evaluated. To qualify for evaliution, a sjwnsor or developer at an 
AUS must provide to FHA's OfBce of Single Family Housing in Washington, D.C., the 
following: 

o System and development process descriptioa The system developer must first 
demonstrate an expertise in automated tmderwritiag or mortgage scoring model 
development and explain the development process, how it tests validity, how often 
it re&'^es data, adjusts its scorecard, etc. The developer must provide a detailed 
description of the system, including whether it is rules-based, relies on statistical 
modeling, uses neural networks or case-based leasoning, or uses combinations of 
these. Infisimation provided by the system developer will be desipated as 
confidential and will not be made available beyond the Department unless 
reqtiired by law. 
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o Market acceptance . The AUS must be used by a substantial number of FHA- 
approvetJ lenders (even if only used on conventional mortgages). Only those that 
have gained wide acceptance by mortgage lenders and are available for use 
throughout the nation will be considered. 

o Exclusion of reiectiiiy fvilflllt FHA wOl not consider for approval any system 
whose intended use would allow the system lo make the decision to reject an 
appUcaiion for an FHA-imured loan. The AUS muii only result in mortg^e 
approval or referral to a human underwriter. 

AUS Evaluation Process : 

Those systems that survive the initial screening will be subjected to an evaluation by 
FHA. During this process, the systems sponsor must demonstrate to FHA that the AUS 
is an effective predictor of the risk of default of a FHA loan and that its predictive 
capacity is strong for various different cohorts of borrowers. This process includes; 

o P fgvijion of FHA loan-level data . FHA will consider written requests to provide 
loan-level data to the system sponsor for the purpose of developing and validating 
any mortgage scorecard. In exchange for the daia, the sponsor must agree to 
certain terms and conditions including sharing of any information collected 
concerning the sample FHA loans and the results of testing of the predictS-e 
capaci^ of its scorecard. 

o Default predictability . The system must be shown to be a statistically reliable 
predictor of the risk of default, with the validity of the system being empirically 
assessed through an adequate sample of FHA mortgages. K a mortgage score. is 
used, there must be a demonstrated relationship between that score and the risk 
of mortgage default across various subsets of the portfolio. Scrutiny will be given 
to the elements used in building a mortgage scorecard and, when appropriate, 
consideration given to possible alternatives. 

o "Cut-point" determination . The system sponsor must provide FHA with various 
analyses as requested to permit FHA to deiennine the appropriate level of rislt it 
wishes to assign to different outcomes from the system (i.e., accept or refer). For 
a system to be approved, the establishment and adjustment of those cut-points 
must ahvays be within FHA's control. Moreover, the system sponsor must be 
prepared to provide FHA with ongoii^ analyses in the form specified by FHA to 
monitor the appropriateness of those cut-points. 

o Credit policy revisions . Based on analyses of the system's performance, FHA may 
revise credit policy and/or documentation in response to the validity and 
predictiveness of the system. Credit poUcy revisions and documentation reductions 
will be specific to the AUS itselt i.e^ depending on the demonstrated 
predictability of the system, FHA may offer varying levels of documentation relief 
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and underwriting fladbitity. Mongages underwritten by niles-baied auiamated 
system! mutt continue to meet standard FHA credit guidelinM. 

o Compliance with Fair Hou^ipg Act an<l Equal Credit Opponunitv Act. FHA must 
be satisfied thai use of the AUS would comply with the Fair Housing Act and the 
Equal Credit Opportunity AcL System sponson may be aslicd to provide 
in&mation to help FHA ascertain that the development of the system was 
consistent with those Acts' requirements. FHA may establish requirements for 
the AUS to ensure that its use does not result in discrimination against, or have a 
disproportionately adverse impact on, minority or other classes of boirowen. 

AUS Dcmoastraiion Process: 

Systems that survive the evaluation process will be required to be subject to a 
demonstration of their use in the origination of FHA-insured mortgages before FHA will 
coiuider system approval. Typically, a demonstration would consist of the use of the 
system for a limited time period, by a iimiied number of different lenders, for a limited 
number of loans. The demonstration would be structured to gather information about 
whether use of the system in some or all circumsiances would be consistent with FHA's 
policy objectives. FHA may waive this demonstration requirement if it determines thai 
other mechanisms are sufSdeni to make that determination. 

-During a demonstration, required procedures, credit policy revisions, and documentation 
reductions may vaiy among The lenders chosen to test the AUS. The demonstration will 
be designed to permit scrutiny of whether use of the AUS limits, maintains, or expands 
FHA's reach to credit-worthy homebuyers. Loan-level review of loans approved by the 
automated underwriting system, as well as loans referred to human underwriters, may be 
performed. FHA may also seek to determine how underwriter judgments may have been 
influenced by AUS referrals, i.e., exhibiring a decreased likelihood of approving loans 
that would have been made previously. Finally, interviews with lenders, counseling 
agencies, and others with access to the AUS may be conducted. 

AUS Continuous Evaluation : 

FHA will continuously evaluate any AUS that is approved. Once a system is approved, 
FHA wH] assign a CHUMS ntimber identifying the AUS for loan tracking purposes. 
L^endeis will aiso be required to register their tise of any approved automated system, 
obtain a special CHUMS number and agree to whatever conditions we require in . 
connection with that system. Approval of a system may be subject to requirements for 
periodk; reporting and monitoring on the system, its continuing predictive power, and the 
results of its use. Credit policy and documentation revisions proposed by the system 
developer after the evaluation and demonstrarion process must be approved by FHA 
Headquarters. FHA's approval of any AUS may be revoked at any time upon notice 
that the AUS no longer serves FHA's policy objectives or results in unacceptable loan 
quality. 
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Ltndw'aUMofAUS : 

When FHA approves a panicular AUS, it will establiih guidelines for its use to which the 
lender must ^here if it intends to use the AUS in the origiaation of FHA mortgages. 
These guidelines may include the CTCient of credit policy and documentation waivers 
pennined in connection with the use of thai sysieni, as well as requirements to 
emphasize the lender's responsibilities to ensure nondiscriminatory use of the system. 



FHA is committed to expanding homeownership opportunities for firsi-time homebuyers, 
low- and moderate-income families, non-traditional borrowers, minorities, women, and 
those that might otherwise be denied conventional financing. While FHA's current credit 
policies are flexible yet prudent, automated underwiiiing/risk: assessment systems can be 
powerful tools in the expansion of homeownership while at the same time allowing 
lenders and mortgage insurers to proactivcly manage the risk inherent in all lending. 
Funher, as FHA's paperwork reduction and other eftons have demonstrated, FHA seeks 
to make panicipation in FHA programs less costly for the lender as well as the 
homebuyer. 

Additional information regarding this process and the loan-level data element layouts 
available to systems sponsors may be obtained from James Beavers, Underwriting 
Branch, Home Mortaage Insurance Division, Room 9272, HUD Hcadquaners, 451 7th 
Street, Washington, DC 20410 or by calling (202) 708-2700 Ext. 2205. 



Sincerely, 



v^, 



Nicolas P. Retsinas 
Assistant Secretary for Housing- 
Federal Housing Commissioner 
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FrccJdie 
Mac 



Madia ItoMlOM 



FOR IMMCDtATE REL£ASJ£ 

JULY 9, 1596 

CONTACT: 

Deboiah AnJctson, Freddie Mac, 

703/903-2-(01l 

Vktor Lambert. HUD, 2G2/70ft-G68S 



m\ ASb FU£ODie ma<: annoumt pilot 

TO TEST AI.'T(»MATED UNDERWRITINC OF FHA LOANS 



WASHINGTON. D C - The Federal H.^juning Adminiilracion (FHA) and 
Freddie Mac will bc^n a ^K-month pilot protjram usinK an I'l lA-spcdnu version of 
Freddie Mac's Loan Prospcclcr<8 (Ludn Proipector for I^HA U>anf) to autoniate the 
iinderwiiiinji nf niA joans. 

The cooperative efibn. as outlined <n a .Statement orUndeti>tunditi|j signed 
today, a aimed at: 

• sliidyuig Ikiw automated iindenuriling technology can help <o etpand 
mnrkeU (n more credit wtMlhy borrvA'era. 

makiig the originatiun of FHA loans more cITuicnt aiid affliTdiible, and 

• enMifing Iltat the uw ot' automated underwriting technnlogy will not 
advetidy affect bnrrowera lervcd by FHA. 

"llus pilot represents the Naiionat Psnncrs -n Komeownenlup <it their best." 
Mid MeniY G Civneros. Secretary ^f the IIS Oepanmenl of Huuair.g and I.Irhan 
Oevdoptncn:. 'Pooling the resources of the private itcctor .viilt those of the 
govemment. we arc Mciying to incrBue the iiation'ii hoincowncrship rate to its highest 
level c^■e^. Tliis pilot brings together Fiuldia Mat. mortgage lendeia and FHA in a teat 
ofhun new tcshr.nlngicscan maksh'HA work better for moiv American (ami Ilea," 
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FHA and Freddie Mao Ajinotinc 
Page Two of Four 



'This joint inili)Uiveo(tbrsaglinipieorthe nvirtgagi: inmkct of the future - a 
fiiiure whera h'HA loans can be prooeued by lenders in dayi instead of weeks." laid 
LeIandC. Biendael, diairtnan and CEO of Freddie Mac. "By reducing costg and 
brining greater ufficicncici to the mortgage maffcet, we will enable mare people to 
own tJieir own Komes. ' 

Loan Pro.ipectof, iTcddie Mnc'i aulomated underwriting service, provides 
lenders with risk evaluatiuns. using loan application, credit and property information to 
evaluate a potential borrow«f's abiiily to meet a niort|{BBe obligation. Freddie Mac is 
Actively working v) expand the uies uf Loan Prospector to metl the needi of lenders 

Freddie Mac took a sample of FHA loans and built a stiitislically based, 
mongaijti) curing model to predict the likelihood ofdefaultipecifically tor FHA loans 
Thw model was integrated into software that allows Loan Prospector to pcifom risk 
evaluttions on tHA mortgiigM within four Ttiinutes. 

'With this initialivc, Froddic Mac lakes a big step forward in underwriting FHA 
loans with Loan Prospector.' said David Olenn, president ot'Frcddic Mac. 'We're well 
on our way la providing lenden with a single aiitotnaled underwriting service :o 
prouesa virtually all of thoir mongagct." 

Lenden wil! be able to access Loan Prospector for FH'V Loans by linking 
directly through their loan origutation system It) addition to the riak asseasntent, the 
syatem will eviUiato the applicatian against FHA statutory requirements (i.e., down 
pay^wnt. (;eographio loan limits, intximuni loan amount), eligible pruduci types, and 
additional FTIA credit yuidelinei. Vm system wiU report >ts astc!>s>ncnt to the lender, 
who will make the ultimate ctedh decision During the pilot. FlIA will agree with 
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indivvJu.U kr.dcrj u mijdi'y jonieof the duainioniwioinjr ccedii requirenunis fni 
bant thai receive a fav>}n>b1e riik asseismem 

FrcdJie Mac met niA said tltM :hcy expect thai tigtit. geographicftlly divene, 
FHA-approved lenders, including cjrrem Loan Prospector ue.'s and ndw uieri, a 
housing fin&nce tgcncy and a ron-profit. will [larticipale in Ibe iix-monch pilot, with 
<l,OCO to 6.00C loKflJ heinu made under the dcmonstrncion 

FHAnlso is (cleHaing a MDrt8a8e«I-*"e' 'hat outlines rhe steps thai FIlAusM 
to evaluate rSiiLici*^ f:ir apf rovx! orsulumalcd iinderwiiting lystcmi FHA encourages 
iu\y -tiKinsor i-'f ar> automated iinderwrking system to obtain FHA fonn data, 'o develop 
mortgage se.Tring iiioilels spedlicilly fbt V'HA loarf. to derior.s;ra!C to FHA the 
predictiva po»-u of tl-cir System, and to demonstrate l,-> FM A (hjit the syjCam car be 
used in a manner that help^ FHA ac'niove itj public mission and does not raciiilaie 
diiicnmiitNtion 

''FHA pfescKli a unique opponunity to demonstrate to the inarltet a responsible 
approach to integrating aulumaicd underwriting into the mortgage business," Federal 
Ho-jsing C-Wunissioncr Nicol.is P. Rct.iinas said "We most move fo^rard with new 
technolO)|ic9. buioi'.iy Oder we caicrollyeviiluate the itnpact of their use and design 
Strat^en lo ctuure that tlKir us« serves ciur rnitsion of expanding homeoV'nenthip 
opportuniiiei " 

The F^eml i (ousing Administration was created in 1914 to provide mortgage 
insura.ice on hiime niongage loans. For over 62 yoari, FHA ba^ picneeied low-down 
r-aynicnt and (ong-icrn) monaagc.s, allowing over 2d million American Chmilics to 
achieve hctn^ownershin. Tod.iy. FHA insurance allows lenders to make loans U4'ng 
more rlwiblc u'lderM-fiiing than they use fix conventional loans, including lower down 
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paymenu. closing cost financing, and higher debt'Co-incoine ratios. Lui year, 70 
percent of FHA-iuured purchase monc)' mortgages were made lo firsl-tirne 
homcbuyeri. 

Freddie Mac is a nockholder-owncd corporation esiablitbed by Coflg(«»i in 
1970 to create r, conEinuous tlow ofrundl to moitgage lenders in support of 
homeownerihip and rental housing. Freddie Mae purchases mortgages from lenders 
and packages them into secufilics that are sold to inveitocs. Over the years. Freddie 
Mac has helped finance one in six American homes. 



Digmzcd by Google 



118 

Q.16.d. Provide any available data on the distribution of credit 
scores by race, gender, and income. 

A.16.d. Credit scoring models use data obtained from consumer 
credit histories available from one or more of the three national 
credit bureaus — Equifax, Trans Union, and TRW. Credit bureaus 
do not receive data on a consumer's income, race, or gender so this 
data is not available in the credit bureau consumer databases. 
Also, variables such as race and gender are prohibited by law to 
be considered in granting credit. For these reasons, there is no data 
available on the distribution of credit scores according to race, gen- 
der, and ina>me. 

On the other hand, mortgage scores, which differ from credit 
scores, may include enough data to make it possible to track the 
scoring distributions by variables that are included on a borrower's 
application. However, even in mortgage scoring, prohibited factors, 
such as race smd gender, cannot be used in arriving at a borrower's 
overall mortgage score. Due to the lack of data at this time which 
is attributable to the newness of Automated Underwriting Systems, 
mortgage score distributions by race, income, and gender are not 
available. In addition, once more data is made avai^ble from each 
Automated Underwriting System, the lack of standardization in 
scoring protowls and the proprietary nature of these protocols may 
adversely impact the aggregation of data on mortgage scores. 

Although credit scoring disMbutions are not available, many de- 
velopers of Automated Underwriting Systems continue to compile 
some findings relative to the predictability of scores across income 
and racial lines. Freddie Mac recently issued a report on its Auto- 
mated Underwriting System, Loan Prospector (LP), wherein the 
Company had retested the validity of ridi classifications assigned 
by LP and examined the system's predictability for all income 
groups and races of borrowers. One finding disclosed that, based on 
Freddie Mac's 1994 purchases, African-American borrowers were 
about three times as likely to have h^h-risk credit scores as were 
white borrowers. Hispftnic borrowers were about twice as likely as 
white borrowers to have high-risk scores. 

16. USER FEES FOR DEFXCITREDUCTION OR 
FICO BOND PAYMENTS 

g.l6.a. Some Members of Congress have proposed user fees on the 
SE's to help pay for the FICO bonds. What is the Department's 
view of this proposal? 

A.16.a. HUD is opposed to user fees. Any discussion of user fees 
must address the likelihood that such fees would be passed along 
to the borrower by means of higher interest rates or borrower fees. 
At this point, HUD beUeves the structure level, and effects of 
OFHEO's risk-based capital requirements need to be implemented 
and evaluated before exploring options such as a user fee. 

S,16.b. What would be the impact of tiser fees on the GSE's and 
timately on homebuyers? 
A.16.b. A user fee could interfere with the OSES' ability to gen- 
erate benefits associated with improved housing affordabilit? and 
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homeowership opportunities. Moreover, it is possible that user fees 
could affect the ability of the GSE's to conform to OFHEO's risk- 
based capital requirements. Also, fees increase the likelihood that 
borrowing costs would increase. Additional costs would adversely 
affect lower-income families attempting to purchase a home for the 
first time and could cause a reversal in recent gains in mortgage 
lending for minorities and low- and moderate-income families. 



17. PRIVATIZATION 

Q.17.a. What effects would privatization have on the GtSE's, hous- 
ing markets, and homebuyers? 

A.17.a. In response to the GSE's Act, HUD prepared and issued a 
full report on privatization. This report is appended to this set of 
questions £ind answers for further review. Findings were presented 
to the House Subcommittee on Capital Markets, Securities, and 
Government-Sponsored Enterprises of the House Banking and Fi- 
nancial Services Committee during a hearing held on Wednesday, 
JiiW 24. 1996. 

The major finding of HUD's report is that the benefits achieved 
from full privatization of the GSE's would not offset the financial 
uncertainties and likely increases in borrowing costs that would be 
associated with full privatization. 

We believe the GSE's are in the process of meeting their public 
purpose mission of increasing homeownership opportunities for 
very-low, low-, and moderate-income families and families living in 
communities historically underserved by mortgage finemce institu- 
tions. By leveraging the Government's oversight relationship to the 
GSE's and using the goal-setting mechanism provided by the 1992 
Act as a catalyst for increased affordable housing lending initia- 
tives, the Government gains access to significant housing resources 
at no direct, budgeted cost to the Government. The GSE's Act is 
relatively new, is already beginning to yield measurable results, 
and should be allowed more time to work. 

Accordingly, the report finds no compelling reason to privatize 
the GSE's at this time. However, the report does recommend that 
the issue be revisited periodically because mortg£ige markets are 
dynamic and circumstances more conducive to privatization could 
occur at a later time. 
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RESPONSE TO WRITTEN QUESTIONS OF 

SENATOR CAROL MOSELEY-BRAUN 

FROM AIDA ALVAREZ. DIRECTOR 

OFFICE OF FEDERAL HOUSING ENTERPRISE 

oversight [ofheo] 

March 5. 1996* 



1. REGULATORY PROCESS 

Q.l.a. Does OFHEO have the independence and the resources to 
regulate Fannie Mae and Freddie Mac adequately for safety and 
soundness? 

A.I.A. We think that the Congress made good decisions in design- 
ing OFHEO's current structure in 1992. Our structure maximizes 
our ability to function as an independent, arm's-length safety, and 
soundness regulator. Our mission is very limited £md very clear, so 
we have no potentially conflicting responsibilities. That provides 
strong accountability. Furthermore, our concentrated focus on two 
large Institutions helps ensure that we will maintain our expertise 
in the Enterprises* operations and risks and it virtually eliminates 
Einy possibilify that our attention will be distracted or diverted by 
other problems. 

Assuming that OFHEO receives its full budget requests, we will 
have the resources to regulate the Enterprises adequately. We do, 
however, have one concern. Subjecting OFHEO's budget to the ap- 
propriations process, despite the fact that our budget nas no impli- 
cations for the Federfil budget deficit, could provide an Enterprise 
with an inappropriate mechanism for contesting regulation or en- 
forcement actions. Such an avenue of recourse is not available to 
other regulated financial institutions and is unnecessary, given the 
2imple due process protections provided elsewhere by law and the 
careful oversight of our activities conducted by the Senate Banking 
Committee and its counterpart in the House. 

Q.l.b, l.c. & l.d. Have Fannie Mae and Freddie Mac cooperated 
in OFHEO's efforts to date? Have the GSE's provided information 
in a timely manner? Is the data provided complete and accurate? 
Have examiners had adequate access to information when engaged 
in on-site examinations? 

A.l.b, l.c. & l.d. To date, OFHEO has been able to obtain the in- 
formation from the Enterprises that has been required to conduct 
examinations and develop the risk-based capital stress test. The 
timeliness and accuracy of Enterprise responses to information re- 
quests, however, have been quite mixed. At times this hfis caused 
significant and avoidable delays in the OFHEO's efforts to complete 
examinations and develop our risk-based capital stress test. The 
problem has been particularly serious with respect to m^or por- 
tions of the data necessary for stress test development received 
from Freddie Mac. Repeated efforts for the last 2 years to resolve 
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the issue have resulted in improvementB. Nonetheless, important 
deficiencies remain. As a result, OFHEO has initiated a special ex- 
amination of Freddie Mac's procedures and controls for providing 
data to OFHEO and plans to take whatever actions are warranted 
to ensure compliance with these essential requests. 



2. OFHEO BUDGET 

Q.2.a. Please provide OFHEO budgets by object class for each year 
since inception. 

A^.a. OFHEO began operations late in fiscal year 1993 and was 
appropriated $3,000,000 for start-up costs. OFHEO's first full start- 
up year was FY 1994. OFHEO was appropriated $10,700,000 and 
obligated $6,486,000 during the fiscal year. As the OFHEO evolved 
from a start-up operation, the yearly budget began to level off: 
FY 1995— $15,451,000; FY 1996— $14,895,000; and FY 1997— 
$15,751,000 requested and $15,500,000 appropriated. Attached is a 
chart reflecting the detailed breakdown of the annual budgets by 
object class for FY 1994-1997. 
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Q.2.b. Please provide FTE's per year since inception and gross 
measures of compensation levels. 

AJi.b. The FTE levels are provided in the attached table. OFHEO 
adopted a broad pay band concept with seven pay levels. The bot- 
tom of the first level is $15,876 and the top of level VII is $142,886. 
The pay bands are reviewed and adjusted yearly to reflect market 
conditions. Positions are placed in one of the seven levels based on 
the nature and scope of responsibility at OFHEO. Attached is a 
chart reflecting the distribution of positions in the seven levels. 
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OFHEO Staffing History 

OFHEO btsan operations in June 1993 



Ytar 


Authorized 


FTE 
U«d 


-^P 

Authorized 


FTP 
Filled EOV 


FY 93 


30 


1 


30 


7 


FY 94 


45 


24 


45 


37 


FY 95 


65 


54 


65 


63 


FY 96 


n 


65 


72 


66 


FY 97 


7S 


N.A. 


72 


N.A. 



NOTE: FTE - Work Yean 

FTP - Permaneni PositioM 

In FV 1997, che authorized number of work years exceeds the authorized number of 
permanent positions because: 

o all permanent positions at« expected to be filled; and 

o intermittent experts and tempotaty appointments count toward v/ark years. 



Distribution ofFuIl Time Permanent Positions 
by Level 



Level 


Pay Range 


FTP 1997 


I 


$ 15,876 - 26.460 





n 


21,168 ■ 42J37 


7 


in 


31.753 - 58J13 


8 


rv 


42J37 - 79,381 


5 


V 


52,921 - 105,842 


21 


VI 


79,381 - 137,554 


22 


vn 


89,966 ■ 142,886 


8 


EX (Level 115 


133,600 


1 


Total 




72 



Q^o. When does OFHEO assess the GSB's for the costs of regula- 
tions? What is the cost to the Government of the current assess- 
ment dates? 

AJix. The assessment collection dates were changed in the FY 
1996 VA-HUD and Independent Agencies Appropriations Act. 

Under current law, the GSE's assessment payments are due on 
October 1 and April 1 of each year. The annual assessment is 
based on the amount appropriated for the fiscal year. OFHEO col- 
lects one-half of the annual assessment on the first day of the fl8<»l 
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year which funds OFHEO operating costs for the first half of the 
fiscal year. On April 1 of the same fiscal year, OFHEO collects the 
second half of the annual assessment less any credit due to the 
GSE's from the previous year for unobligated funds. 

The original law provided for the assessment payments on March 
1 and September 1. This strategy did not parallel the fiscal year 
operating cycle for OFHEO as the first payment was not collected 
until after OFHEO incurred five months of operating costs. The 
change in the assessment dates gave OFHEO the authority to col- 
lect tiie annual assessment from the GSE's in a manner that sup- 
ports OFHEO's fiscal year operating cycle. 

Q.2.d. What are the amounts and the sources of fiinds (other than 
GSE's assessments}? 

A^.d. OFHEO's regulatory operation is funded by the annual as- 
sessment collected from the GSE's. OFHEO also has a reimburse- 
ment agreement with the United States Agency for International 
Development, "riiis agreement provides reimbursement to OFHEO 
for assistance provided to the government of Mexico in its develop- 
ment of a secondary mortgage market for housing. The USAH) 
made $159,000 avaitable to OFHEO during FY 1996 and $40,000 
during FY 1997 for OFHEO's assistance in the Mexico project. 



3. EXAAUNA'nONS 

Q.3.a. What examinations have been carried out by OFHEO so 
far? 

A^.a. OFHEO completed Derivatives examinations of the Enter- 
prises in the Fall of^l994 and Corporate Governance examinations 
in the Spring of 1995, the results of which were disclosed in our 

1995 Annual Report to the Congress (pages 29-32). 

OFHEO completed Risk Management examinations of the Enter- 
prises for two risk components— Credit Risk and Interest Rate 
Risk — in the SpriM of 1996. The results were reported in our 1996 
Annual Report to me Congress (pages 48-54). 

OFHEO is currently in the process of conducting Business Risk 
examinations of each Enterprise. The Business Risk examination is 
focusing on how the GSE's identify, measure, monitor, eind control 
business risks associated with developing and implementing strate- 
gic business decisions in the rapidly cnanging mortgage market. 

OFHEO has planned, scoped, and conducted the field work for a 
Data Integrity Examination at Freddie Mac. The objective of this 
examination is to assess the Enterprises' internal controls for fi- 
nancial data and for data deliveries to OFHEO for the Stress Test 

In addition to the above examinations, in February and March 
of 1996, OFHEO conducted flood insurance reviews of each Enter- 
prise's compliance with the Flood Disaster Protection Act of 1993 
as amended by the National Flood Insurance Reform Act of 1994. 
The results of the fiood insurance reviews were disclosed in the 

1996 Annual Report to the Congress (pages 54-55). 

Q^.b. What resources did OFHEO use in carrying out these ex- 
aminations? 
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A^.b. Consistent witii Statute, Section 1317 (c) and (e) of P.L. 
102-550, OFHEO has staffed its Office of Examination and Over- 
sight with a core full-time staff experienced in examinations, cap- 
ital markets, financial analysis, and accounting. Currently, this 
staff includes a Director, Deputy Director, eleven positions, £ind one 
support steiff member (14 in total). This core full-time staff is aug- 
mented with examiners detailed &om other Federal banking agen- 
cies and other technical experts or consultants on a temporary 
basis, as determined by the Director. For example, in the Corporate 
Governance examination, two examiners were detailed from the 
Federal Deposit Insurance Corporation (FDIC) and two from the 
Office of the Comptroller of the Currency (OCC). For the Risk Man- 
agement examinations, three examiners were detailed from the 
Fedei^ Reserve Board and one from the OCC. Nine technical ex- 
perts were also hired imder a Small Business Administration 8(a) 
minority contract with OFHEO. 

Q^c. What have been the results of these examinations? 
A^^. See Appendix for the relevant sections of the 1995 and 1996 
Annual Reports. 

Q^.d. Based on the examinations to date, what is OFHEO's view 
of the treatment of management risk in the GSG statute? 
A^.d. The treatment of management and operations risk in the 
GSE statute (12 USC 4611) requires an additional 30 percent of 
the total amount of total capital determined by applying the risk- 
based capital test imder subsection (a) to the Enterprises. While 
management risk is difficult to quantify, our view is that this 
amount will be sufficient when used in conjunction with systematic 
risk-focused examinations. Management failures — e.g., Orange 
County, Barings, and Daiwa^ — illustrate that on-site and risk-fo- 
cused examinations are critical in evaluating management's ability 
to assess, monitor, and control risks. OFHEO's examinations are 
structured to identify and understand effective risk-management 
practices and to require prompt corrective action of all identified 
deficiencies. 

Q.3.e. How does the level of examinations undertaken in the last 
year compare to the level of examination that other Federal finan- 
cial institutions regulators undertake with respect to similarly 
large financial institutions? 

A^.e. OFHEO's examination philosophy enrompasses two key 
principles: (1) that examinations are a top down process to deter- 
mine management's ability to manage risk; and, (2) that examina- 
tion resoiuxes should be assigned to those areas with the highest 
risk. In keeping with this pMlosopby, OFHEO's approach focuses 
on risk-management controla and operating results in the six major 
areas of risk that bear on the safety and soimdness of Fannie Mae 
and Freddie Mac. The six risk categories are Credit Risk, Interest 
Rate Risk, Corporate Governance, Business Risk, Information & 
Technology Risk, and Operations Risk. Instead of reviewing a large 
number m assets and transactions to determine the risk profile <^ 
the Enterprises, OFHEO's examination approach evaluates wheth- 
er management is adequately antidrating, mom^jotmg, and control- 
ling risks to the Enterprises. OFHEO's rU^ aaaftfiscnent approach 
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closely parallels the examination approaches developed recently by 
the Federal bank and thrift relators. 

A basic comparison of examination resources deployed at large fi- 
nancial institutions indicates that OFHEO's examinations are cost 
effective and not overly burdensome. The ratio of on-balance sheet 
assets examined to staff work days for Federal regulators for the 
largest thrifts and multinational banks is $70 million to one or 
less. By contrast, the ratio of on-balance sheet assets under exam- 
ination to staff work days for OFHEO during 1995 was about $230 
million to one for Freddie Mac and $425 million to one for Fannie 
Mae. At the largest multinational banks, the Federal regulators 
maintain an on-site staff totaling 10 or more for the entire year. 
During 1995, OFHEO has maintained on-site presence of, on aver- 
age, 4 examiners for 3 months during the corporate Governance ex- 
aminaUon and an average of 6 examiners at Freddie Mac, and 7 
examiners at Fannie Mae for 6 months for the Risk Msmagement 
examination. 



4. STRESS TEST 

Q.4ta. What is the status of the efforts to develop a stress test? 
AA.B. OFHEO is well along in the development of the stress test. 
In June 1996, OFHEO published the first of two Notices of Pro- 
posed R^ulation on risk-based capital, outlining two important 
components of the stress test: the methodology for identifying from 
historical data what we call the 'Iwnchmark loss experience — the 
most severe regional credit loss experience; and a house price index 
that we intend to use to track homeowner equity, which is an im- 
portant factor in credit risk. The second NPR, which will address 
all remaining aspects of risk-based capital regulation, will be sent 
to OMB next year. 

Q.4.b. Why has OFHEO taken so long to develop the stress test? 
A.4,b. Development of the stress test is an 2iinbitious task, involv- 
ing many different research and financial analysis projects. We 
have reconciled many different Enterprise databases and data 
structures into a master database in order to run the stress test. 
We are in the process of creating a detailed fin£inci£il simulation 
model of the risk characteristics of the Enterprises as required by 
our statute. We have undertaken economic reseauxh to develop an 
interest rate model to set the rates the statute does not spediy and 
to develop, for both single-ffunily and multifEimily mortgages, mod- 
els that predict credit losses consistent with the benchmant experi- 
ence and prepayments. In addition, the stress test requires the de- 
velopment of a major software package to generate cash flows and 
pro forma financial statements that are necessary to complete the 
capital regulations. We are not aware that any financial regulator 
lu^ ever undertaken a capital regulation project of this scope. 
Q.4.C. What is OFHEO's timetable for completing the model? 
A^.c. OFHEO expects to complete the stress test model that will 
be the basis of its second risk-based capital NPR by next spring. 
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Q.4.d. What assurances can OFHEO give that the GSE's are ade- 
quately capitalized in the interim? 

A.4.d. Currently, the Enterprises hold capital that exceeds the 
minimtim capital requirement by small eunounts. While we believe 
minimum capital is not by itself sufficient, in combination with our 
risk-focused exams, we beheve that the existing minimum standard 
CEin serve as an acceptable interim capital standard until the risk- 
based capital standard is completed, e^tecialty given the current 
profitability of the Enterprises. OFHEO does not anticipate emy 
significant financial problems before the implementation of the 
risk-based capital standard. We will continue to ezaunine the En- 
terprises carefully to ensure that Fannie Mae and Freddie Mac are 
operating in a safe £ind sound m^lnner, eind we are prepared to take 
strong supervisory actions, if necessary. 

Q.4.e. What effects will the stress test likely have on GSE's capital 
levels? 

A.4.e. We do not yet know precisely how much capital the Enter- 
prises will be required to hold under OFHEO's risk-based capital 
stfuidard. OFHEO is currently in the midst of a rulemaking process 
related to this standard, so it is not appropriate to speculate on the 
specifics. The analyses that we have performed so far, our work on 
the credit stress benchmark proposed in our first NPR, information 
obtained during our examination process, and other resezu-ch that 
we have performed, however, suggest that our risk-based capital 
regulation will require each Enterprise to hold more capital than 
they currently hola, given their current risks. 

8. ADEQUACY OF CAPITAL 

QJS.a. Please provide historical and current data on GSE's capital 
levels (both equity and loss reserves). Also present the data both 
in terms of total equity volume and in comparison with minimum 
capital requirements in the statute. 
A.S.a. See attached tables. 
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Fanni* Mae 

Equity Capital versus Minimum Capital Requirement 

S In Bia/ons 



Totai Capital Loss 

(Loss Reserves Reservas 

* Equity Capital) 



Equity Min. Capital Surplus/ 
Capital Requirement (Deficit) 



2096 


12.52 


0.77 


11.75 


10.79 


0.96 


1096 


12,16 


0.78 


11.38 


10.68 


0.70 


4095 


11.75 


080 


10.96 


10.45 


0.51 


3095 


11.54 


0,82 


10,72 


9.87 


0.B6 


2095 


11.14 


0.82 


10,32 


S.68 


0.64 


1095 


10-73 


82 


9,91 


9.42 


0.49 


4094 


10.40 


0.86 


9,54 


9.42 


0.13 


3094 


9.99 


081 


9,19 


8.99 


0.20 


2094 


9.65 


82 


8,83 


8.66 


0.17 


1094 


9.28 


0,80 


8,48 


8.30 


0.18 


4093 


8.88 


83 


8.05 


7.86 


0.20 


3093 


8.54 


0.82 


772 


7.65 


0.07 


1995 


11,75 


0.80 


10,96 


10.45 


0.51 


1994 


10,40 


0.86 


9,54 


9.42 


0.13 


1993 


8.88 


0-83 


8,05 


7.86 


0.20 


1992 


7.57 


0,79 


6.77 


6.72 


O.OS 


1991 


6.23 


0,68 


5,55 


5.51 


0.04 


1990 


4.46 


0,52 


3.94 


4.77 


(0.a3) 


1989 


3.44 


0,45 


2.99 


4.20 


(1.21) 


1988 


2.65 


0,39 


2,26 


3.57 


(1.31) 


1987 


2.15 


0,34 


1.81 


3.20 


(1.39) 


1986 


1.44 


0,26 


1.18 


2.92 


(1.74) 


1985 


1.17 


0,16 


1.01 


2.72 


(1.71) 


1984 


1.05 


0,13 


0,92 


2.36 


(1.44) 


1983 


1.14 


0.14 


1.00 


2.07 


(107) 


1982 


1.09 


0,14 


0-95 


1.89 


(0.94) 


1981 


1.18 


0,10 


1.08 


1.54 


(0.46) 


1980 


1,58 


012 


1.46 


1.45 


0.01 



note 1: Minimum Capital Requirement estimated pre 1993. 
all figures based on fully-phased in requirements. Somewhat 
lower transitionai requirements were in effect through 199401. 

note2: Figures may not add due to rounding. 
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Freddie Mac 

Equity Capital versus Minimum Capital Requirement 

S in Billions 





Total Capital 


Loss 


Equity 


Min. CapiUI 


Surplus/ 




(Loss Reserves 




Capital 




(Deficit) 




+ Equity Capilal) 










2Q96 


7.15 


0.68 


6.47 


6.23 


0.24 


1Q96 


6,69 


0,69 


6.00 


5.76 


0.24 


4095 


6.51 


0.68 


5.83 


5.58 


0.25 


3Q95 


6.39 


0-70 


5.70 


5.37 


0.33 


2Q95 


6.24 


0-71 


5.54 


5.26 


0.28 


1Q95 


6.08 


0-72 


5.36 


5.04 


0.32 


4Q94 


5.90 


0.73 


5.17 


4.88 


0.28 


3094 


5.73 


0.75 


4.98 


4.70 


0.28 


2094 


5-55 


0.75 


4-81 


4.60 


0.31 


1094 


5.37 


0.77 


4.61 


4.35 


0.26 


4093 


5-18 


0.74 


4.44 


4.22 


0.21 


3093 


5.05 


0.76 


4.29 


4.15 


0.14 


1995 


6.55 


0-68 


5.83 


5.58 


0.25 


1994 


5.90 


0.73 


5.17 


4.88 


0.28 


1993 


5.18 


0.74 


4.44 


4.22 


0.21 


1992 


4.34 


0.77 


3.57 


3.46 


0.11 


1991 


3.29 


0.72 


2.57 


2.91 


(0.35) 


1990 


2.75 


0-61 


2.14 


2.56 


(0.42) 


1989 


2.37 


0.46 


1.92 


2.19 


(0.28) 


1968 


1.98 


0.40 


1.58 


1.88 


(0.29) 


1987 


1.53 


0.34 


1.18 


1.60 


(0.42) 


1986 


1.23 


0.28 


0-95 


1.34 


(0.39) 


1985 


1-00 


0,22 


0.78 


0.86 


(O.OB) 


1984 


0.79 


0.18 


0.61 


0.64 


(0.04) 


1983 


0.57 


0.15 


0.42 


0.48 


(0.06) 


1982 


0.41 


0.12 


0.30 


0.34 


(0.05) 


1981 


0.34 


0.09 


0.25 


0.2S 


0.00 


1980 


0.29 


0.07 


0.22 


0.21 


0.01 



notel: Minimum Capital Requirement estimated pre 1993. 
all figures based on fully-phased In requirements. Somewhat 
lower transitional requirements were In elTect through 199401 . 

note2: Figures may not add due to rounding. 
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Q^.b. Is there any time in the GSE's history when capital would 
have fallen below the statutory minimums? 

A.6.b. As shown in the tables on the preceding pages, which go 
back to 1980, the equity capiteil of the Enterprises has been suni- 
cient to meet their current statutory minimum capital require- 
ments only in recent years. In the second quarter of 1996, Fannie 
Mae had equity capit^ of $11.8 billion. With a minimum capited re- 
quirement of $10.8 billion, Fannie Mae held excess capital of $1.0 
billion. Freddie Mac had second quarter equity capital of $6.5 bil- 
lion. Freddie Mac's minimum capital requirement was $6.2 billion, 
leaving surplus capital of $0.3 billion. 

Q^.c. What criteria is OFHEO currently using to assess the ade- 
quacy of GSE's capitfd? 

A.5.C. Starting with the third quarter of 1996, OFHEO will be 
classifying the Enterprises under a final minimum capital rule that 
was published in the Federal Register on July 8, 1996 (Vol. 61, No. 
131, p. 35607-35623). The final rule incorporates most of the in- 
terim rule but slightly modifies the approach to off-balance sheet 
derivatives to better conform with the risks to the Enterprises. 
Under the final rule, the GSE's must hold capital equal to 3 per- 
cent for uncollaterftlized ofT-balamce sheet derivative contracts and 
1.5 percent for collateralized contracts. 

From the last quarter of calendar yeeir 1993 (the second full 
quarter of OFHEO s existence) through the second quarter of 1996, 
OFHEO classified the Enterprises using an interim minimum cap- 
ital rule. The interim rule used statutory ratios for all but the 
treatment of off-balance sheet derivatives, where it largely followed 
the practice of the bank regulators. 

Until one year after publication of a final rule setting forth the 
risk-based capital stress test, the Enterprises only have to meet the 
minimum capital requirement to be classified "adequately capital- 
ized." After tnat they must meet both the minimum and risk-based 
standards to be "adequately capitalized." The minimum capital 
standard is ratio based; it does not refiect the specific risks that 
the Enterprises' face. The stress test will generate the capital re- 
quirements consistent with their actual risk exposures. 
Q.5.d. How do these capital requirements compare with those of 
oUier large financisd institutions? 

A.S.d. Our minimum capital requirements are similar to the risk- 
based capital requirements of other Federally regulated financial 
institutions in that they Eire based on ratios apphed to various 
asset balances and off-balance sheet amounts. The ratios for the 
Enterprises, however, are somewhat lower. For exemiple, the other 
regulators apply a 4 percent capital requirement for unsecuritized 
morteage investments, while our statute requires 2.5 percent for 
the Enterprises. The other regulators do not distinguish between 
off-balance sheet and on-balance sheet exposures, while our statute 
applies a much lower ratio to off-balance sheet mortgage security 
guarfintees — 0.45 percent. The GSE's minimum capital require- 
ments refiect a higher quality of mortgage assets at the Enterprise, 
a better geographic diversification of risk, and an enhanced ability 
to hedge their interest rate exposure. More importantly, the Enter- 
prises' minimum capital requirements will ultimately fiinction only 
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as £in intermediate level trigger for enforcement actions and, there- 
fore, that capital standard is not directly comparable to the risk- 
based requirements of banks and thrifts. OFHEO estimated that, 
at the end of 1995, Freddie Mac would have met bank and thrift 
leverage ratio capitol requirements, while Fannie Mae would have 
had to add an additional $2 billion. To meet bank £md thrift risk- 
based capital standards, Fannie Mae and Freddie Mac would each 
have had to hold an additional $20-$21 billion in capital. 

Our risk-based capital standard, which is under development, is 
something completely different irom existing capital standards. It 
is stress test-based, and it will generate a capital requirement that 
takes into consideration specific credit and interest rate risk expo- 
sures, and Enterprise risk-management strategies. It will be a dy- 
namic standard that reflects the realities of our economy and the 
Enterprises' activities. 

QJt.e. What GSE's activities pose the greatest risk at this time? 
A.5.e. For the purpose of our safety and soundness examinations, 
we have classified the risks facing the Enterprises into six cat- 



• Corporate Governance: Corporate Governance determines the 
span of the control environment, planning, information and com- 
munications, £md monitoring of ri^s. It involves ensuring that 
the organizational structure, mission, and values of the Enter- 
prise are consistent with business practice £md provide a founda- 
tion for successfiil risk management. 

• Interest Rate VUtiki Interest Rate Risk is defined as the vulner- 
ability of the Enterprises' earning and capital to fluctuations in 
interest rates. Interest rate risk is concentrated in the mcrtgfige 
portfolios of the Enterprises. Because the retained portfoHos of 
the Enterprises are growing rapidly and these portfolios are not 
perfectly hedged, the Enterprises are increasingly vulnerable to 
iluctuaUons in interest rates. 

• Credit Risk: Credit Risk is the risk that borrowers and inatitu- 
tion£il counterparties wiU default on their contractual obligations. 
Credit risk is evident in the risk of losses on the mortgages the 
Enterprises' own fmd gusirantee. 

• Business Risk: Business Risk results from strategic pl annin g 
and implementetion of business processes. Business risk involves 
how well management addresses its strengths and weaknesses as 
well £is strategic opportunities and threats such as customer de- 
mand, supplier relationships, and fundamental changes in the 
marketplace. 

• Operations Risk: Operations Risk is the risk that the Enter- 
prises will incur losses due to their failiu*e to properly process 
transactions. Such failures may be caused by inadequate con- 
trols, employee error or malfeasance, and a breakdown in infor- 
mation systems and technology. 

• Information & Technology Risk: Information & Technology 
Risk is the risk that automated systems and processes are not 
performing as intended. Such automated systems are involved in 
every component of the internal control and management infor- 
mation system due to the use of information technology in every 
facet (^ue Enterprises' operations. 
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Generally, these risks are difficult to quantify in a precise man- 
ner. Credit Risk and Interest Rate Risk lend themselves to a more 
accurate measurement and are the most significant financial risks 
for the Enterprises. 

Structural changes in the mortgage finance industry, innovations 
in home mortgage delivery systems, and the increasing sophistica- 
tion of technologies that imderlie tl^ operations of the Enterprises, 
however, also create the potential for significant risks to ihe Enter- 
prises. 



6. CREDIT QUALITY 

Q.6.a. & 6.b. Please provide data on trends in GSE's credit qual- 
ity. How are delinquencies, defaults, euid lo£ui-to-vaIue ratios 
changing over time? How do these trends compare with the overall 
mortgage market? 
A.6.a.&6.b. See attached table. 
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FEDERAL NATIONAL MORTGAGE ASSOCIATION | 




(FANNIE MAE) 




Charge-offwTolal 




MF Delinquency 




Portfolio 


Rates 


Rales 




(%) 


(%> 


(%) 


1990 


0.06 


0J8 


1.70 


1991 


0.04 


0.64 


3.62 


1992 


0.04 


0.63 


2.65 


1993 


0.04 


0.56 


2.34 


1994 


0.06 


0.57 


1.21 


IQ95 


0.05 


0.48 


1.20 


2Q95 


0.05 


0.48 


1.02 


3Q95 


0.05 


0.52 


1.04 


4Q95 


0.05 


0.56 


0.81 


1Q96 


0.06 


0.58 


0.95 


2Q96 


0.06 


0.56 


1.00 



FrOFRAL HOME LOAN MORTGAGE ASSOCIATION | 




(FREDDIE MAC) 




Ch a r ge-o ns/Tota 1 


SF Delinquency 


MF Delinquency 




Portfolio 


Rales 


Rales 




(%) 


{%) 


(%) 


1990 


0.10 


0.45 


2.63 


1991 


0.08 


0.61 


3.40 


1992 


0.09 


0.64 


4.45 


1993 


0.09 


0.61 


3.45 


1994 


0.09 


0.57 


4.92 


iy95 


0.10 


0.55 


3.99 


2V95 


0.11 


0.54 


3.63 


3g9S 


0.11 


0.56 


3.25 


4y95 


0.10 


0.6O 


2.88 


IQ96 


0.11 


0.60 


2.75 


2Q96 


0.11 


0.58 


3.14 
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FNMA SF Delhq. 


FHLMCSFD«Ui»q. 


MARKET Delioq. 




Rate(W) 


Raw(%} 


lUte-{%) 


1990 


0.5S 


0.4S 


0.62 


1991 


0.64 


0.61 


0.77 


1992 


0.63 


0.64 


0.71 


1993 


0.56 


0.61 


0.64 


1994 


0.57 


0.57 


0.64 


1095 


0.48 


0.55 


0.62 


:Q95 


0.48 


0.54 


0.66 


3Q95 


0.52 


0.5« 


0.66 


4095 


0.56 


0.60 


0.66 


I09« 


0J8 


0.60 


0.64 


2Q96 


0J6 


0.58 


0.54 



■ The Market Delinquency Rale is calculated by the Mortgage Bankers Association and 
published in Inside Morteage Finance. 

Nole: SF Delinquencies are comprised of loans 90 days or more delinquent or in foreclosure 
Reliable data Market data for muili- family delinquencies is not available. 

The table below presents the data for the past two years for loan 
to-value ratios. The ratios for Fannie Mae and for Freddie Mac art 
not comparable, however, because tiie oirrent methods that eaci 
Enterprise uses to estimate the LTV ratios are substantially dif 
ferent. 



> FNMALTVIlitio(%) 


FHLMC LTV Rath) (%) \ 


LTVK>.iaKange 






LTV Ratio Rans* 






1/ 


1995 


1994 


1/ 


1995 


1994 


60% & leu 


46% 


43% 


0%-70% 


60% 


57% 


61-70% 


18 


20 


71-80% 


19 


21 


71-80% 


18 


19 


81-90% 


II 


13 


81-90% 


12 


12 


91-95% 


4 


4 


90%+ 


6 


6 


95%+ 


5 


5 


Total 


100% 


100% 


Total 


too% 


100% 
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Q.6.C. Please provide data on the geographic distribution of GSE's 
exposures. 



«:■■■;■ 








I 




Fannie Mae & Freddie Mac 




Conventional At-Risk Singte-Family Mortgages ] 




Serious Delinquencies as of June 30, 1996 






Total 


Serious Delinquencies M | 






Number 
of Loans 






Totals 








Outstanding 


Loans 


Percentage 


Northeast 












Fannie Mae 


1.691,936 


13,987 


0.83 




Freddie Mac 


1,673,294 


13,370 


0,80 


Southeast 












Fannie Mae 


1,741,674 


8,091 


0.46 




Freddie Mac 


1,023,992 


3,987 


0.39 


Midwest 












Fannie Mae 


1,665,117 


4,799 


0-29 




Freddie Mac 


1,473,922 


3,633 


0.25 


Southwest 












Fannie Mae 


1 ,293.409 


4,525 


0.35 




Freddie Mac 


763,843 


2,291 


0.30 


West 












Fannie Mae 


1,801,445 


14,315 


0.79 




Freddie Mac 


1,683,963 


15,020 


0.89 


TOTAl. 












Fannie Mae 


8,193,581 


45,717 


0.56 




Freddie Mac 


6,619,014 


38.301 


0.58 



Not* 1 : PercenlagM may not add due to rounding. 
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Fannie Mae 
Serious Odinquencim as of June 30. 1998 


■ ■" 


Loans SenricMl 




»of 
Loans 


UPB 


Total » 
Loans 


UPB 


Percentage 


Northeast 
Soiittieasi 
Midwest 

West 
TOTAL 


485 2.628.4 13 473 1.80 
584 3,410.3 11 31.9 0.94 
677 2.501.9 12 308 1.23 
932 3.703.4 2 3.0 008 
2.616 5.112.6 29 60.4 1.18 
5.294 17,356.6 67 173.4 1.00 



poitfolki jndsrlying MBS. 



IS dBllnquent based on [he dollar amount d such lo. 



Freddie Mac j 






Serk 


usiy Delinquent It \ 


«af 
Loans 


NCVof 

Loans 


#of 
Loans 


NCVof 
Loans 


PorcenUge 


NorUieast 


NA 2.153,141 NA 


1 09, 154 5 07 


Southeast 


NA 1.588.018 NA 


43,194 2.72 


North Central 


NA 1,090.865 NA 


16.254 1.49 


West 


NA 1.797,976 NA 


39,376 2.19 


TOTAL 


5.547 6.530,000 205 


207,988 3 14 



I. NCV ■ NM Canying VahM, Mnouslf daKnquanI - 60 days or more ai 



Q.e.d. Are GSE's adequately managing their credit risks? 
A.6.d. Based on our Credit Risk examination, the management of 
credit risk at both Enterprises is strong. (See Appendix for the re- 
sults of the Credit Risk examinations disclosed in the 1996 Annual 
Report.) 
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Q.6.e. In your testimony, you state that the credit risk of the 
GSE's has "continued to grow rawdly in recent yeeirs." What are 
the elements of this increased risk? 

A.6.e. One element of increased credit risk is the sheer growth in 
the portfolios of loans that have been purchased and guaranteed by 
the Enterprises. The combined portfouos have grown by almost 40 
percent from $1,021.9 biUion in 1992 to $1,398.2 billion at the end 
of the second quarter of 1996. 

A second element of increased credit risk is the credit quality of 
mortgage loans originated in 1994 and 1995. While it is premature 
to draw definitive conclusions concerning the long-term credit qual- 
ity of these mortgages, the early delinquency and the default rates 
for these loans are higher than for loans originated in the prior two 
years. 

The loans originated in 1992 and 1993 were primarily refinanc- 
ings and have relatively lower LTVs. The loans originated in 1994 
and 1995 were primarily purchase loans and have relatively higher 
LTVs. The 1994 and 19^ loans may also represent higher credit 
risk because of weiiker credit profiles of the borrowers £is compared 
to the 1992 and 1993 loans. A study by Freddie Mac found that the 
average FICO score on loans purchased in 1994 etnd the first half 
of 1995 declined, and that the percentage of FICO scores below 620 
(frequently used as a low score benchmark) peaked at 8.4 percent 
in the first quarter of 1995. 

To tile extent that 1994 and 1995 loans represent riskier mort- 
gages in general, these loans do not represent an unmanageable 
risK for the Enterprises. Two years ago, each Enterprise increased 
the amount of mortgage insurance coverage required for high LTV 
loans. In addition, both Enterprises recently have set forui addi- 
tional guidelines for servicers to follow to reduce losses Eissociated 
with non-performing loans. These efforts include steps to follow up 
on delinquent loans faster, and if necessary, to move toward resolu- 
tion at a more rapid pace using non-foreclosure options. 

7. GSE^S PORTFOLIO GROWTH 

Q.7.a. Please provide the historical and current data on the size of 
(^B's mortgage portfolios and the rate of growth of these port- 
folios. 

A.7.a. At the end of the second qiiarter of 1996, Fannie Mae had 
a net retained mortgage portfolio of $269.4 billion, up 72 percent 
from 1992 ($156.3 bilhon). Freddie Mac^s retained mortgage port- 
folio was $123.9 billion, 3.7 times the level of 1992 ($33.6 bilUon). 
Q.7.b. What volume of derivatives have the GSE's purchased for 
their own portfoUos and do these investments pose particular risks 
to the safety and soundness of the GSE's? Please provide data on 
the amount and the rate of growth of derivaX.vie* ™^ fcose port- 
folios, including structured debt and REMK;^*^. 
A.7.b. As of the fiiBt quarter of 1996, th«. Tr,p.tKi:^S^ "f ^^^^ 
in HEMIC securiUes^ner^y securities ^^. ^^.S^^ 
sequenUy repurchased, and stripped ncio^^^i^;^«^.Boi\WS 
was just over $25 billion, up from over *20 ^^'0' 



Digmzcd by Google 



138 

Fannie Mae's investment in REMIC and Strip securities totaled 
$16.4 billion in tiie first quarter of 1996, an increase of $14.4 bil- 
lion from the $2.0 billion in December of 1993. Freddie Mac's in- 
vestment in these securities has quadrupled since year-end 1993, 
growing from a face value of $1.6 billion to $6.4 billion in the first 
quarter of 1996. 

On an individual basis, these securities reflect a wide range of 
risks. It is much more important, however, to consider the effect of 
these assets on the overall interest rate risk exposure of an Enter- 
prise's asset and liability positions. OFHEO is czirefuUy modeling 
these securities in our risk-based capital stress test. 
Q.7.C. What risks does the rapid growth in portfolios pose for each 
GSE? What is the adequacy of each GSE's risk-management strat- 
egy? Are the portfolios adequately hedged? How much capital have 
the GSE's allocated to the portfolios? 

A.7.C. The rapidly increasing size of the Enterprises' retained port- 
folios incroEises their exposure to interest rate risk and it cem stress 
risk-management systems and processes. As the retained portfolios 
grow, it is incumbent upon management to ensure that the control 
environment develops accordingly and that risk-management sys- 
tems and processes are in place to appropriately identi^, measure, 
control, and monitor risk. Overall interest rate risk exposure can 
be managed throxigh the use of derivatives and by match-fimdit^ 
mortgage purchases with a funding mix that optimizes manage- 
ment's risk-return profile. Perfect match-funding is impossible, 
however, because of differences in the structures of mortgage assets 
and nonmortgeige debt securities. 

Our risk-management examinations concluded that miinagement 
of credit risk at both Enterprises and management of interest rate 
risk at Freddie Mac is strong. Management of interest rate risk at 
Fannie Mae is generally strong, but certain aspects need to be 
strengthened. At both Enterprises, management has established ef- 
fective systems and processes for the identification, measurement, 
control, and monitoring of risk. OFHEO made a number of specific 
recommendations for improvements, and we will follow up to en- 
sure satisfactory responses to all of them. (See Appendix for discus- 
sion of the Risk Management examination that was published in 
the 1996 Annual Report.) 

Based on OFHEO's evaluation of risk management at both En- 
terprises, F2mnie Mae and Freddie Mac have substantially hedged 
their risks. Nonetheless, given current risks, the capital of the En- 
terprises may not be siifficient under all reasonable scenarios. To 
protect the Government and the U.S. taxpayer further against ex- 
cessive risk-taking at the Enterprises, OFHEO's risk-based capital 
standard will require the Enterprises to hold capital to protect 
against severe interest rate changes. Specificeilly, our risk-based 
capital stress test will require the Enterprises to hold sufficient 
capital to guard against an increase of 75 percent and a decrease 
of 50 percent in the 10-year Treasury note rate of interest. The 
model we develop for the stress test will also permit us to test the 
sufficiency of capital under a wide variety of alternative circum- 
stances and perspectives. 



Digmzcd by Google 



The Enterprises allocate capital according to their perceptions of 
risk. As such, most of their ca(atal is currently dedicated to their 
retained portfolios. 



8. DERIVATIVES 

Q^a. Please provide data on the level of the GSE's derivative con- 
tracts outstanding and the changes in GSE's derivative contracts 
outstanding over time. 

A.8.a. As of year-end 1995, the notional value of derivatives out- 
standing at both Enterprises was $184.4 biUion, an increase of 55 
percent compared to year-end 1994 when the notional value of 
derivatives outstanding was $118.7 billion. From year-end 1993, 
when the notional value of derivatives outstanding at both Enter- 
prises was $69.2 billion, to year-end 1995, the amount of deriva- 
tives outstanding grew by more than 2.5 times. (The notional 
amounts include debt and asset swaps and interest rate hedges but 
does not include the small amounts of short sales of Treasury secu- 
rities entered into from time to time by both Enterprises.) 
Q.8.b. Please describe some of the different derivative contracts 
and the volume of each of these oonlracts outstanding. 
A.8.b. In general, the Enterprises use derivatives contracts to (1) 
reduce debt costs, (2) enhance investment yields, (3) enhance mort- 
gage yields, and (4) reduce interest rate risk. The various types of 
instruments the Enterprises use include callable and non-c^£ible 
fixed-pay swaps, basis swaps, step-up swaps, floating-pay swaps, 
amortizing swaps, interest-rate caps, interest-rate floors, interest- 
rate corridors, and foreign currency swaps. The specific purposes of 
the derivative contracts include extending short-term debt synthet- 
ically, converting floating-rate notes to fixed-rate debt, converting 
long-term debt to short-term debt or long-term floating-rate note 
debt, converting long-term investments to short-term investments, 
converting short-term investments to long-term investments, cap- 
ping the rate paid on short-term debt, and converting foreign cur- 
rency to U.S. dollars. 



Digmzcd by Google 



Enterprlso Derivatives Contracts in 1995 

Notional Amount at Year-End 

in Biliions of Dollars 




Freddie Mac 


Fannie Mae 


Debt-linited swaps 


37.3 


48.4 


Asset-linked swaps 


7.1 


2,8 


Interest-rate swaps, 
caps, floors, corridors, 

etc. 


14.1 


74.8 


Total 


44.4 


51.2 



Source: Fannie Mae and Freddie Mac 1995 Annual Reports 



Interest-rate swaps axe contracts between two parties to ^- 
change periodic pajmients that are generally based on a notional 
principal amount and contractual fixed and variable interest rates. 
Some interest rate swaps are linked to specific debt issues and 
some are linked to specific assets (investments). 

Q.8.C. Are purchasers of GSE's derivative contracts engaging in 
risk-reducing hedging or do some of the derivative puruiases in- 
volve an element of speculation that poses threats to investors? 
A.8.C. In December of 1994, as a result of OFHEO's concern about 
the sales of securities derivatives issued by the Enterprises, the 
OFHEO requested that the Enterprises report on their approaches 
to disclosure and investor suitability. Both Enterprises reported 
substantial efforts to disclose the risk of their securities, and to 
ensure the delivery of that disclosure to initial Investors by securi- 
ties dealers, consistent with the Securities and Excheuige Commis- 
sion's requirements for corporate issuers. Within the present regu- 
latory framework for our capital markets, however, issuers have 
very little ability directly to discourage inappropriate investments. 
(See Appendix for more detail on OFHEO's views and concerns 
on the disclosure and investor suitability of the derivative securi- 
ties activities of Fannie Mae and Fredme Mac that was included 
in OFHEO's 1995 Annual Report on pages 58-€l.) 
Q.8.d. & 8.6. Is it possible that purchasers assume that Freddie 
Mac's fmd Fannie Mae's figency status confers the same low-risk 
profile for structured debt as other GSE's securities? OFHEO has 
outlined steps that Fannie Mae and Freddie Mac could take to bet- 
ter inform investors of the risks associated with structured debt 
securities. How have Freddie Mac and Fannie Mae responded to 
OFHEO's recommendations? 

A.8.d. & 8.6. The perception that obligations of Fannie Mae and 
Freddie Mac are implicitly guaranteed by the Government has an 
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eifect on all purchasers of any type of the Enterprises' debt. The 
Enterprises liave been m^'or issuers of structured notes. Given the 
substantial losses incurred by some investors in those markets and 
the accompanying publicity, OFHEO was concerned that the Enter- 
prises' reputations could stiffer if issues relating to sales practices 
were unaddressed. Each Enterprise was asked to report on their 
marketing policies and practices for structured notes and mortgage 
derivative securities. OrHEO subsequently discussed the issues re- 
lated to the Enterprises' derivative securities with other market 
participants and regulators. We concluded that while disclosure of 
potential risks to investors was generally adequate, enforceable 
sales practice rules for dealers and a number of other informational 
and structural market changes might reduce the number of inves- 
tor casualties. 

OFHEO made a number of su^estions with respect to the mar- 
keting policies and practices for structured notes and mortgnge 
derivative securities. (See Appendix, 1995 Annual Report, pages 
60-61.) Both Enterprises have made changes responsive to those 
su^estions. OFHEO held follow-up meetings with the Enterprise^ 
to discuss these suggestions in September of 1995. Most signifii 
cantly, in response to OFHEO's first suggestion, both Enterprises 
have enhanced their disclosure documents to include language 
warning that investors should have sufficient knowledge or exper- 
tise prior to making aa investment in the referenced security. The 
Enterprises also expressed a willingness to include an analysis of 
how securities might behave across a range of hypothetical market 
scenarios (scenario analysis) in the disclosure documents for more 
complex securities. 



9. HUD'S AFFORDABLE HOUSING RULES 

Q.9.a. Have you reviewed HUD's recent GSE's affordable housing 
rule? What effects will this rule have on the safety and sound- 
ness — and profitability — of the GSE's? 

A.9.a. OFHEO participated extensively in the interj^enCT review 
process for HUD's affordable housing rule, which was adopted in 
final form late in 1995. Staff considered the rule, paying particular 
attention to the safety amd soundness ramifications of the new £if- 
fordable housing goals. OFHEO also commented informal^ on the 
fair lending role that the rule required of the Enterprises- Both En- 
terprises have increased their activities in this area. Given the 
ability of the Enterprises consistently to maintain rates of return 
on equity of more than 20 percent and the progress they have 
made in expanding their affordable lending activities to date, 
OFHEO believes that the Enterprises can manage the additional 
risks posed by affordable housing goals without sacrificing finamdal 
safety and soundness. OFHEO will, however, continue to review 
this area by closely following the Enterprises' new initiatives in our 
examinations and off-site monitoring. OFHEO will also require 
them to hold adequate capital, as part of our risk-based capital 
standard, to protect ageunst the risks associated with afifordable 
housing activities. 
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It is difficutt to predict what impact the new HUD rule will have 
on Enterprise profitability, tlie Enterprises are currently profitable 
and there is no reason to believe that the increase in affordable 
housing loans will cause them to become unprofitable. The impact 
of any increased purchase of higher risk loans by the Enterprises 
to meet the goals, however, will be captured by our stress test. 
Q.O.b. Could these goals be higher without affecting the safety and 
soundness? 

AA.b. We anticipate that meeting the current requirements for fi- 
nancing affordable housiiig need not pose any safety and soundness 
problems for the Enterprises. It is possible tbat there may be room 
for the Enterprises to finance more Etffordabte housing, but OFHEO 
has not analyzed any specific proposals. 

We are currently examining the Enterprises' management of the 
business risk associated with their affordable housing products. Ex- 
aminers are reviewing the affordable housing initiatives to develop 
a risk profile of the affordable housing portfolio. The risk profile 
will inuude a review of Uie performance of affordable housing prod- 
ucts and the portfolio. In addition, the examiners are assessing 
each Enterprise's strategy to address the business risk associated 
with affordable housing products and evaluating the Enterprise's 
implementation of the strat^y. 

Q.9.C. What percentage of loans in GSE's portfolios are affordable 
loans (Please define)? Is there any evidence that these loans are of 
lower credit quality? Is there any evidence that these loans are un- 
duly risky or even unprofitable biroks of business? 
A.9^. Last year, 46.2 percent of Fannie Mae's conventional busi- 
ness (as measured by dwelling units) served f^lmiUes whose income 
was at or below the median for the areas where those families 
lived. During the same period, 39 percent of Freddie Mac's pur- 
chases of mortgages qualified served those families. 

Most of the loans that qualify under the definition of affordable 
housing lending do not have any special risk characteristics. Tiiere 
is some evidence that certain categories of affordable housing loans 
that are purchased under special programs may experience higher 
rates of defaults and delLaquendes than conforming loans. In an 
_ article titled "Tapping Oin* Nation's Homeownership Potential," 
which was based on special affordable housing loans with MGIC 
insurance that were originated in 1992-1993 and 1994-1995, the 
Mortgage Guaranty Insurance Corporation concludes that many af- 
fordable housing loans have 'Multiple high-risk factors" that lead 
to exponentially higher delinquency rates. The main credit risks 
and resulting default rate comparisons identified by MGIC are: 

• The delinquency rate for loans where the borrower's cash was 
only 3 percent (2 percent from a third party) was twice the rate 
for borrowers that paid the full 6 percent out of their own funds. 

• The delinquency rate for borrowers with less than 2 months' cash 
reserve after closing was 50 percent higher than borrowers with 
more than 2 months* of cash reserve after closing. 

• Borrowers whose housing and total debt to income ratios ex< 
ceeded 33/38 percent defaulted 20 percent more often than bor- 
rowers with lower debt ratios. 
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• Loans to borrowers with adverse or little or no credit history had 
a significantly worse performance than bans to borrowers with 
excellent credit histories, even where the borrowers with excel- 
lent credit histories made reduced down payments. 
(See Federal Reserve Bulletin, July 1996, page 642 for Freddie 
Mac's experience with its Affordable Gold program for loans origi- 
nated in 1994.) 

As part of our Business Risk examinations of the Enterprises, 
which are currently in progress, we are reviewing their purchases 
of loans under the affordable housing requirements. In Uie course 
of the examinations, we will review management reports used to 
track the performance of affordable housing loans and assess the 
portfolios' performances. At the conclusion of this examination 
process, we expect that we will gain substantially greater insight 
into the riskiness and the profitability of their aCfordable loan port- 
folios. 

Q.9.d. Please provide the best available data on the performan(% 
of loans on low-cost housing (both loans < $50,000 and loans < 
$75,000). Please compare these with larger loans after controlling 
for downpayments. Please provide the data for delinquencies, de- 
faults, and loan losses. 

A.9.d. Enterprise loan data that OFHEO compiled for use in deter- 
mining the Enterprises' benchmark loss experience, which Com- 
prised 30-year fixed-rate loans or^nated fi:x)m 1979 through 1992, 
indicate that smaller loans have consistently higher cumulative de- 
fault rates than larger loans with equivalent loan-to-value (LTV) 
ratios. For all the categories of loans by size, higher LTV loans 
have higher default rates, with the smallest loans in the highest 
LTV category having a significantly higher rate than any other 
group. The default rates experienced by the Enterprises are gen- 
erally consistent with the findings in the 1990 Actuarial Review 
conducted by Price Waterhouse for FHA-insured mortgages £ind the 
MGIC study cited above. 

It is important to note, though, that the Enterprises actually lost 
significantly more, in terms of total dollars, on larger loans than 
on smaller loans because they purchased relatively few small loans. 
Loans that were simultaneously in botii the highest LTV £ind small 
size classes constituted less than 1 percent of the overall sample. 
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Combined Freddie Mac and Fannie Mae Lifetime Cumulative Loss Experience 
Conventional, Single-Family, First Liens Only 
Excludes Seasoned and Repurchased Loans 





Cumutattve Default Rate 

for Original Loan Amount 

(Percent): 


OrigmstLoantoValus 
Ratio (Pwcent) 


Lees than or 
Equal to SSO.OOO 


Greater than 
S50,iKO but 
Lass Than or 
Equal to $75,000 


Greater Than 
S75,000 


Les9 Than or Equal to 70 


0.48 0.39 0.31 
1.13 0.68 0.76 
3.07 1.96 135 


ThanorEquaitoSO 


Greater Than SO but Lees 
Ttian orEquat to 90 


GreatwmanW 


7 89 


4 90 


2.00 i 



Note: Calculations are based on 30-year fixed rate mortgages originated rrom 1979 through 
1992. Default rates are cumulative lifetlfne rates as of June 30. 1994 for Fannie Mae and 
January 31, 1995 for Freddie Mac Totals may not add due to rounding. Delinquency rates 
are not available. 



10. CREDIT SCORING & AUTOMATED UNDERWRITING 

Q.10.a. What risks does automated uztderwritiog pose to the safety 
and soundness of the GSE'b? Will the rapidity of the purchase deci- 
sion made possible by automated underwriting pose luunanageable 
risks? 

A.10.a. A m£gor reason that both Freddie Mac and Fannie Mae are 
developing their Automated Underwriting Systems is to improve 
the credit quality of the single-family mortgages that they buy. If 
the systems perform well, Uiey should improve credit quality by 
making underwriting more consistent, more accurate, and more ob- 
jective. Technology focilitates the analysis of Ifu^e amounts of in- 
formation pertaining to borrower creditworthiness and credit eval- 
uations that are based on statistically reliable predictors of loan 
performance. 

The Enterprises do not underwrite mortgage loans before pur- 
chasing them. They rely on standard underwriting guidelines and 
representations by lenders that they have originated lofins in ac- 
cordance with those guidelines. After purchase, loan samples are 
subjected to quality control. The Loan Prospector and the Desktop 
Underwriter systems potentially improve credit quality by subject- 
ing loans to the Enterprises' credit analysis prior to purchase. The 
Loan Prospector and Uie Desktop Underwriter results do not lead 
directly to a purchase of the loan by either Enterprise. The results, 
however, identify those loans that seem to warrant greater under- 
writing scrutiny as part of the lender's origination process. 
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Automated Underwriting Systems also reduce the costs of loan 
origination for borrowers, lenders, and the Enterprises. 

The potential risks of automated underwriting are that the ana- 
lytical models are not specified correctly, that the data input to the 
models are not correct, or that the results are used incorrectly. The 
Automated Underwriting System must be developed with historical 
information on loans that look hke the loans for which the system 
will be used in the future. There is also the risk that the auto- 
mated system will be used to reject loan applications without ap- 
plying humim judgment in Ein underwriter review. These potential 
risks clearly must be managed by the Enterprises through ongoing 
testing and revalidation of their systems and review of underwrit- 
ing decisions. 

At the same time, any significant change in how loans are proc- 
essed poses management and operations risks and requires good 
analysis and planning, especially if the change alters the role that 
a firm plays in the markets it serves. The growing use of scoring 
also presents both Enterprises with the dmllenge of protecting 
themselves from being adversely selected by lenders during a pe- 
riod when credit risk-management practices are evolving. 

To assess the likely implications for safety and for soundness, 
OFHEO will continue to monitor how each Enterprise uses scoring. 
Q.10.b. What is the relationship of credit scores to traditional risk 
measures like ratio analysis and loan-to-value calculations? How 
will this shift afiect the credit risks faced by the GSE's? 
A.10.b. Traditionally, underwriting an application for a single-fam- 
ily mortgage lo2m considered three issues: the applicant's credit 
payment history (assessed through a credit report that summarizes 
the recent history of a borrower's use of credit), the applicant's ca- 
pacity to repay the loan (assessed by looking at the borrower's 
debt-to-income ratios, payment shock, and cash reserves available 
after closing), and the collateral backing the loan (assessed by the 
loan-to-value ratio). 

Credit scores are numerical assessments that rank applicants for 
credit by their relative risk of defaulting on household debt, includ- - 
ing credit cards, auto loans, revolving lines of credit, and some 
mortgfige loans. Credit scores are calculated from the payment his- 
tories of millions of consumers collected and maintained by the 
three natiomtl credit bureaus — Equifsix, Trans Union, and TRW. 
Taken together, these credit histories yield predictive patterns, 
which can be summarized in scores and used to forecast tiie likeli- 
hood of repayment. 

The industry uses three types of statistical scoring. Credit 
scores rank borrowers in terms of their relative risk of defaultii^ 
on consumer debt. Credit scoring models use data on borrower 
credit histories available from one or more of the three national 
credit bureaus — Equifax, Trims Union, and TRW. Examples of the 
types of data used in credit scoring models include the length of 
time a borrower's revolving debt balances as a percent of the limits 
on those balances, and the number of times a borrower hfis been 
delinquent 60 days or more. Mortgage scores rsuik specific mort- 
gage loans in terms of their relative credit risk. Mortgage scoring 
models use data on the type of loan; the type of property; data ftom 
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one or more credit bureaus or a credit score; information Irom the 
loan application such as the loan-to-value (LTV) ratio, debt-to-in- 
come ratios, cash reserves, and the applicant's years on the job; 
and, in some cases, regional economic data. Behavioral gcores 
rank delinquent mortgage loans in terms of their probability of 
going to foreclosure. Data used in such models may include a cur- 
rent credit score, the type of loan, how long the loan has been de- 
Unquent, the reasons tnat the bcnrrower gives for the delinquency, 
and how the borrower has performed if and when the loan has 
been previously delinquent. These are 'laehavioral" scores because 
they take into account the previous payment behavior of borrowers 
on Uie specific loans being Einalyzed. 

Q.10.C. How will the trend away from traditional underwriting 
guidelines to credit scoring affect the types of mortgages that the 
GSE's purchase? What types of loans would not get made if the 
markets rehed totally on credit scoiing approaches? What types (^ 
loans will now get made that would not otherwise under current 
approaches? 

A.io.c. The implications for lenders of the Enterprises' commit- 
ment to scoring technol<^y are fairly clear in the short-term, but 
harder to discern for the long-term. 

In the short-term, the Enterprises' endorsements of the use of 
credit scores in underwriting are likely quickly to make it standard 
industry practice to review an applicant's credit score during the 
underwriting process. Last year nrst Freddie Mac and then Fannie 
Mae encouraged mortgage lenders to use credit scores in under- 
writing single-family mortgage loans. Both Enterprises also indi- 
cated Qiat they woxild use credit scores in the post-purchase review 
process. 

In the long-term, however, there are a lot of unanswered ques- 
tions. Will the distributions of the credit scores or mortgage scores 
associated with the loans delivered by particular lenders aifect the 
guar^tee fees they are charged? Will the Enterprises eventually 
use scoring technology to move towzuil loan-level risk-based pric- 
ing? How will scoring affect the Enterprises' special affordable 
housing programs? 

Severed general observations may be made about the likely long- 
term effects of widespread use of credit scorii^ in the underwriting 
of conventional mortgages: 

• Applicants with good or excellent credit histories will be able to 
obtain conventional loans with higher LTV ratios, have high^ 
debt-to-income ratios, and/or have lower cash reserves than they 
would under traditional underwriting practices. 

• Some applicfmts who have not used credit or have insignificant 
blemishes in their credit histoiies but who would likely have 
been turned down under Ixaditional underwriting will be more 
likely to obtain conventional loans. 

• Applicants with poor credit histories will be less Ukely to obtain 
coi^orming conventional loans than they would under traditionid 
underwritang, although some applicants may be able to compen- 
sate for their credit histories by making larger dowupayments, 
having lower debt-to-income ratios, or having higher cash re- 
serves. 
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• Applicants who can no longer get conforming conventional mort- 
gages (so-called A-quality loans) are likely to be offered credit at 
higher costs irom lenders that specialize in making B- or C-qual- 
ity loans. The market for such loans is growii^ rapidly and be- 
coming more standardized and compeUtive. Borrowers whose 
loans fall under the FHA ceilings may also be able to obtain FHA 
insurance. 



11. GOVERNMENT-SPONSORED ENTERPRISE BENEFITS 

Q.ll.a. Please list and quantify each of tte economic benefits pro- 
vided to the GSE's as part of their Government-sponsored status. 
What is the value of each of these benefits on a per loan and a per 
share basis? 

The specific benefits conveyed on Fannie Mae and Freddie Mac 
by Federal law include the following: 

• A line of credit with the Treasury, available upon appropriation 
of funds and at the discretion of the Secretaiy, of $2.25 billion; 

• Ebtemption of corporate earnings from State and local income tax; 
a savuigs of $256 to $367 million for 1995 aa calculated by the 
General Accounting Office (GAG) in its May 1996 report Housing 
Enterprises; 

• Eligibility of debt obligations for Federal Reserve open-market 
purchases; 

• Use of the Federal Reserve £is fiscal agent; 

• Eligibility of debt obligations as collateral for all Federal deposits 
and most State and local government deposits; 

• Exemption from registration with the Securities and Exclumge 
Commission under the 1933 Act; a savings of $72 to $102 million 

- according to the GAO's calculations; 

• Designation of their securities as Government securities for the 
purposes of the Securities Exchange Act of 1934, which exempts 
them from the SEC registration find investor reporting require- 
ments imposed on securities issuers by that Act; 

• Eligibility of debt obligations for unjimited investment by na- 
tional banks. State bank members of the Federal Reserve, and 
Federally-insured thrifts; 

• Favorable treatment of debt obligations and mortgage-backed se- 
curities when Federeilly-insured banks or thrifts calculate their 
risk-based capital requirements; and 

• Ability to remove any civil or other fiction, case, or controversy 
from any court other than a U.S. district court to a U.S. district 
court. 

Given these benefits of Federal sponsorship, the Enterprises' 
public purposes, and the Congressional support for their missions, 
investors assume that the Government would not allow either 
Enterprise to default on its debt obligations. This perception of an 
implicit Federal guarantee lowers the interest rates that the En- 
terprises must pay, conveying substantial economic benefits to the 
Enterprises. The recent agencv privatization study estimates sug- 
gest that the benefits received by the Enterprises in 1995 totaled 
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approximately $6 billion, $4 billion of which was passed down to 
homeowners in the form of lower interest rates. Of the gross sub- 
sidy of $6 billion, $5.2 billion is attributed to savings in the cost 
of MBS and debt issuEtnce. 



GSE Subsidy 
Calculation 


Total 
Subsidy 


Per Mor^ge 

Loan 
Ouutandlng 


Per Share 

of Common 

Slock 


Gross GSE 
Subsidy 


$6 billion 


S402.82 


$4.72 


Passed to 
Homeowner 


$4 billion 


$268.55 


$3.15 


Net Retained 
Subsidy 


S2 billion 


$134.27 


S1.57 



Joie: Altheend of December 3 1. 1995. Fannie Mae had 1.092 milli(Hi sh 
ouutanding and Freddie Mac had 179 miElkxi shares of cwnmon slock oulslanding At the end of 
December 3 1. I99S, Fannie M^ had 7.ga3,6S0 conventional single- family and S.I37 
convenlional multi- family loans in its poitfolio and underlying MBS. Freddie Mac had 7,OSO.^0S 
single- family and 5,956 mulii-family loans. 



Q.ll.b. What is the estimated benefit to homeowners as a result 
of GSE's participation in the mortgage markets? 
A.ll.b. The major benefit to homeowners from the activities of 
Fannie Mae ana Freddie Mac is a reduction in the interest rates 
on the conventional, single-family, fixed-rate, long-term mortgages 
that are eligible for purchase by the Enterprises (so-called conform- 
ing loans). Robert F. Cottennan and James E. Pearce estimated 
that the presence of the Enterprises in the secondary mortgage 
market has resulted in a core reduction of 25 to 40 basis poin^ in 
conventional single-family mortgfige interest rates,* The estimate 
is based on a comparison of the interest rates on "jumbo" mortgage 
loans (loans that exceed the conforming limit) that had balances 
equal to or lower than the conforming Umit and interest rates on 
conforming fixed-rate loans. TTie Cottennan and Pearce research 
was conducted on loans closed between 1989 and 1993, 

Because the participation by the Enterprises in the securitization 
of adjustable rate mortgages has been significftntly less than in the 
fixed-rate conventional mortgage market, Cotterman and Pearce 
suggest that the benefits have been lower tluui 25-40 basis points 
range for conforming single-family loans, 

Q.llx. Hease provide each of the GSE's return on shareholder eq- 
uity, net income, and eamingB per share for each year since 1980. 
Please contrast these to the financial services industry as a whole, 
A.11.C. See attached tables. 



_ in and the Federal Home Loan Hort- 

Eage Corporatioo on Conva^ioiial Fixed-Rale luirtgage Yielda." Robert F. Cottermaii and James 
E. I^Mte, SludiKi on Priiiataing Ftmiiu liar and Freddie Mac, U.S. Department of Housing 
and Uriian Derelopmeot, OfSce of Riliey Uevelopment and Receaich, May 1996, p. 07-16B. 
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Q.ll.d. Please provide a comparison of the top GSE's executive 
compensation with comparable financial services industry com- 
pensation. 

A.ll.d. The attached tables provide data from the 1996 proxy 
statements on the 1995 compensation of the five highest paid ex- 
ecutives at Fannie Mae and Freddie Mac. 

It is impossible to find organizations that are strictly comparable 
to Fannie Mae and Freddie Mac. While the Enterprises' have char- 
acteristics in common with both wholly private tinancifil services 
firms and Government instnmientahties, no other institutions 
share all of their attributes. The unique nature of the Enterprises 
complicates the task of making comparisons of the compensation 
for their top executives with the compensation of top executives at 
other ora:anizations. 

The Enterprises are privately-owned, are profit-seeking, have 
publicly-traded stock, and are governed W boards of directors, the 
m^ority of which are elected by owners. In these respects, they re- 
semble wholly private financial services firms. Fannie Mae and 
Freddie Mac also compete for executive talent with large financial 
services firms, and there is a degree of similarity between the du- 
ties and the responsibilities of top executives at the Enterprises 
and liie top executives at such companies. For these reasons, each 
Enterprise looks to private financial services firms when doing 
comparative analysis of its compensation for top executives. 

The Enterprises, however, are Federal instrumentalities that 
have pubUc purooses, are liniited to narrow lines of business, and 
have relatively few employees for privately-owned orgfuiizations of 
their size in dollar terms. They also eqjoy special legal ties to the 
Government and benefit fiT>m the perception of an imphcit Federal 
guarantee of their obligations that enables them to borrow at low 
interest rates, and dominate the markets ld which they participate. 
These attributes make the Enterprises analogous, at least in some 
respects, to other Government instrumentalities or corporations 
such as the other GSE's, large State and municipal public utilities, 
the largest Federal Reserve Banks, and large multinational finan- 
cial corporations such as the World Bank. The duties and respon- 
sibilities of top executives at Fannie Mae and Freddie Mac may 
also be similar to some degree to those of top executives at these 
or other Government instrumentalities. 

With these caveats in mind, OFHEO has prepared the attached 
table, which compares the 1995 compensation of the CEO's of 
Fannie Mae and Freddie Mac and the CEO's of firms selected from 
samples of lai^OjOublicly-held depository institutions and insur- 
ance companies. These two types of financitd institutions were se- 
lected because the Enterprises hold large portfolios of assets and 
function as insurers of pools of mortgage loans. Each sample was 
restricted to companies with assets greater than $15 bUlion and 
market value greater than $2 billion. Annual and total compen- 
sation for 1995 are shown for each Enterprise and for the 26th 
percentile, the median, and the 75th percentile in each sample of 
firms. Annual compensation includes salary, bonus, and other com- 
pensation received in the year of service. Total compensation in- 
cludes flnT)iiftl compensation plus long-term compensation such as 
long-term incentive plan pa^uts, awards of restricted stock, and 
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grants of stock options. The total assets, market value, and number 
of employees of each Enterprise and the selected firms in each sam- 
ple are cdso shown. 

The data used to construct the table were obtained from 1995 
proxy statements and from estimates of the value of stock option 
grants calculated using a modified Black-Scholes valuation model. 
The total compensation figures for the CEO's of Fannie Mae and 
Freddie Mac do not match precisely the figures reported in each 
Enterprise's 1996 proxy statement because each makes different 
assumptions in estunatlng the value of stock options. Using a con- 
sistent methodology for estimating the value of stock options allows 
total compensation to be compared across many &rms. 

The data in the table on firm characteristics illustrate how the 
Enterprises' unique characteristics set them apart from tiie wholly 
private financial services firms. In the first place. Government 
sponsorship has enabled Fannie Mae £uid Freddie Mac to become 
extraordinarily huge institutions. Both were larger, in terms of as- 
sets or market value, than any of the insurstnce companies in the 
sample group used for the compsirison of 1995 compensation levels 
provided in the table. Fannie Mae had greater assets them all, and 
greater market value than all but one, of the depositories, while 
Freddie Mac had greater assets than all but six, and greater mar- 
ket value than all but four, of the depositories, used for the com- 
parison. At the same time, the restriction of the Enterprises to very 
narrow lines of business and their role as wholesale, secondary- 
market entities enabled them to have far fewer employees th^ 
nearly all the firms in each sample, especially the depository insti- 
tutions, which are in many lines of business and have retail branch 
networks. 

The data in the table on executive compensation show that the 
1995 annual compensation of Fannie Mae's CEO was between the 
mediem and 75th percentile of annual compensation for the CEO's 
of large depository institutions and above the 75th percentile for 
insurance company CEO's. The annual compensation of Freddie 
Mac's CEO was between the median and the 25th percentile of an- 
nual compensation of the CEO's of liirge depository institutions and 
between the 75th percentile and the median for insurance company 
CEO's. 
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Compeniation of the Top Five Fannie Mae and Freddie Mac Execulivef, 1995 
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Comparison of 1995 Compeniation of CEOi 

of Fannie Mac, Freddie Mac, and Lai^ 

Depositary loslitatiou and Insnmnce Companies 

Aneb Mnkct Value Toul AnnuiJ 



FumieMK 
Freddie Mk 


S3IM50 
SI37,I8I 


S33.493 
SIM8I 


SI ,636^63 
SU39,«8 


S7.509.712 
S2,735.9JS 


7JthPereeotileFini. 

MedunFirm 

2Sdi Percentile Firm 


J72,769 
S30,560 


S1IJ77 
$5.ii6 


S2,496.t9e 

SI ,316.100 
S1.079.28S 


SS.123.820 
S3a55.094 
J1.S43.73I 


Urge insunnce Complies' 
75th Percentile Finn 
Mediin Finn 
ISlhPerceniikFinn 


S64.l5t 
133,946 
S3U66 


SS.MI 

S5.603 
M.4S7 


S2. 134.703 
SI. 783,841 
11.359,350 


K4SS.Itt 
S2.486.II6 

11,727.953 



Notei 
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Q.ll.e. Please provide a comparison of GSE's cost of borrowing 
with yields on Treasuries of comparable maturities and yields on 
AAA bonds with comparable maturities. 

A.ll.e. The following table shows Bloomberg data on the average 
spreads from Jime 1991 through December 1995. The data are 
comparable to other estimates reviewed by OFHEO. 



Average Spreads Over Treasuries for 


5- and 10-Year Noncallable Debt, for 


June 1991-December 1995 (basis points) 


Type of Issuer 


5-Year 


10-Year 


GSEs 


18 


27 


Banl</finance - Aaa 


40 


50 


Aa 


53 


57 


A 


57 


68 



In April 1991, Standard and Poor's Corporation, relying on pub- 
licly available information, assigned both Fannie Mae £uid Freddie 
Mac to the "A" credit rating category, with the rating providing an 
assessment of the Federal Government's exposure to risk. 

OFHEO has contracted with Standeu^ & Poor's Rating Service to 
provide a credit rating of each Enterprise that evaluates the risk 
that each Enterprise is likely to pose to the Federal Government. 
The rating will assume that the Enterprises continue to benefit 
from their GSE's status. The preliminary written report is due in 
early December. 



12. CHANGES IN TAX POUCY 

Q.12.a. Has OFHEO made any estimates of the impacts of a flat 
tax (including a repeal of the mortgage interest deduction) on home 

g rices and interest rates? If so, what is the potential impact on the 
rSE's? If OFHEO has not conducted such an analysis, what ap- 
proach would OFHEO take in analyzing the issue? 
A.12.a. Based on preliminary work done at OFHEO and published 
results of other researdi, U»e repeal of the mortgage interest deduc- 
tion would impose significant costs on the Enterprises. It also may 
raise future safety and soundness issues for Fannie Mae and 
Freddie Mac if the Enterprises* capital bases were depleted below 
their statutorily required risk-based levels to meet these costs. 
Under these conditions, the Enterprises would be forced to raise 
prices or restrict portfolio growth to replenish this lost capital, con- 
straining the earnings potential of each firm and possibly affecting 
their ability to fulfill their public missions. 

The magnitude of the costs associated with eliminating the mort- 
gage interest deduction would vary substantially depending on 
whether the repeal was accompanied by other tax code dianges and 
on the effect of those changes on interest rates and economic 
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growth. The risk-based capital requirements for Fannie Mae and 
for Freddie Mac that are currently under development, however, 
should enable the Enterprises to absorb losses of this magnitude. 
Tlius, the elimination of the mortgage interest deduction should 
not directly threaten the solvency of either firm unless it were to 
be accompanied by other deleterious shocks to the housing sector 
of tiie economy. (See OFHEO Director's letter to Senator Moseley- 
Braun dated April 8, 1996.) 

Q.12.b. DRI has estimated a 15 percent decline in home values as 
a result of a repeal of the mortgage interest deduction. What im- 
pact would a decline in home prices of this magnitude have on the 
capital levels and on the safety and soundness of the GSE's? 
A.12,b. By increasing the after-tax cost of housing, the elimination 
of the mortgage interest deduction would lower housing values 
across the country. Research measuring the magnitude of this 
housing price decline remains preliminary. Data Resources Inc. and 
other private analysts exeunining flat tax proposals that call for the 
removal of the mortgage interest and property tax deductions have 
estimated an average house price decline ranging from 10 to 16 
percent. Because higher-income households more frequently take 
advantage of the mortgage interest deduction and take larger de- 
ductions, the magnitude of the decline in housing values would be 
considerably lower for lower-income groups, less-expensive homes, 
and less-wcaltjiy geographical areas. Thus, the effect on the Enter- 
prises, which are limited to purchasing and/or securitizing mort- 
gages at or below the $207,000 conforming loan limit, would be less 
ttian the effect on creditors of lai^er mortgages. 

• According to estimates by urbanologist Peter Dreier at Occiden- 
tal College in Los Angeles, families earning more than $100,000 
account for 44 percent of the tax benefits from the mortgage in- 
terest deduction ($22 billion). Families earning between $50,000 
and $100,000 benefit from another 44 percent of the savings, 
with families eEiming less than $50,000 per year accounting n>r 
the remaining 12 percent. 

• Similarly, the mortgage interest deduction has differential im- 
pacts by State. The wealthier States with higher priced homes, 
such as California, Connecticut, Florida, Marylemd, New Jersey, 
New York, and Virginia would experience liirger housing price 
declines. 

Homeowner equity, as reflected in the ratio of existing loan bal- 
ance to the market value of the house (loan-to-value or LTV ratio), 
is a m^or determinant of mortgage defaults. As a result, any re- 
duction in the value of housing caused by the elimination of the 
mortgage interest deduction would reduce homeowner equity in 
mortgages held or guaranteed by Fannie Mae and Freddie Mac and 
increase Uie mort^^e credit losses experienced by the Enterprises. 
In isolation, this increase in credit losses would reduce the earn- 
ings and slow the growth of, or even deplete, the capital of each 
Enterprise. 

Using a mortgage performance model to gauge the relative im- 
pact of a 15 percent average price decline on the default and pre- 
payment patterns of fixed-rate single-family mortgages purchased 
by one of^the Enterprises, OFHEO determined that a IS percent 
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housing price decline could double cumulative 10-year default rates 
from current levels in the absence of any change in interest rates. 
This would boost credit losses substantially for each GSE. 

Ilie risk-based capital standard that the Congress directed 
OFHEO to develop will require Fannie Mae and Freddie Mac to 
hold capital to cover adverse mortgage credit shocks on a national 
scale. At this point, OFHEO believes that these cushions would be 
sufficient to absorb the increase in losses associated with the elimi- 
nation of the mortgage interest deduction. Any resulting reduction 
in the capital cushion at each firm could, however, cause the En- 
terprises to consider the need to issue new capital instruments to 
restore capital adequacy, raise prices, or reduce the interest rate 
and credit risk exposures associated with their lai^ mortgage 
portfolios. 

13. CONFORMING LOAN UMTTS 

Q.13.a. The CEO of Freddie Mac recently called for the elimi- 
nation of the conforming loan limits. What issues should Congress 
consider if it examines the adequa<7 and necessity of the conionn- 
ing loan limits? 

A.13.a. Elimination of the conforming loan limit would raise ques- 
tions about what the role of the Enterprises is supposed to be. Such 
a change, however, would not appear to raise safety and soundness 
concerns. If the Enterprises were able to buy any size loan, they 
would be able to do more business. This would result in an increase 
in their contingent liabilities and any implicit ^arantee associated 
with those liabilities. The risks associated with larger loans are 
different than the risks associated with smaller loans, but the En- 
terprises do have the capacity to manage lai^e loan risk. 

m assessing the adequacy and necessity of the conforming loan 
limits, the Congress may want to examine the original ratioi^e for 
establishing conforming loan limits. Relevant questions would in- 
clude: What public purpose was achieved? Have market conditions 
changed sufficiently to merit elimination of the limit? What are the 
appropriate roles ur the Enterprises and other secondary market 
players? What would the impact be on private sector competition? 



14. OFHEO REGULATION OF FHA 

Q.14.a. What is OFHEO's view of proposals to require OFHEO to 
regulate FHA? What additional resources would OFHEO need to 
iultill this mission? 

A.14.a. Under the original HUD proposal to create an independent 
Federal Housing Corporation (FHC), OFHEO's primary role would 
be to iimction as a safety fuid soundness regulator of the new FHC. 
In this role, OFHEO would establish a risk-based capital require- 
ment for the COTporation. If the corporation wels undercapitahzed at 
any time, OFHEO would have to require it to develop and imple> 
ment an acceptable recapitalization plan. If the plan failed to work 
and the FHC's capital continued to fall, at some point OFHEO 
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would have to reqiiire the Corporation to take afFinnative steps to 
correct the situation. OFHEO would have to conduct annual safety 
and soundness examinations of the FHC. 

OFHEO would also have the job of estimating the subsidy cost 
of the new credit assistance that the FHC planned to provide each 
year and providing those estimates to the OfFice of Management 
and Budget for pubhcation in the President's Budget. 

OFHEO would perform a similar role under H.R. 1701, the Fed- 
eral Mortgage Insurance Corporation Charter Act, introduced in 
the 104th Congress, ^dthough H.R. 1701 would have moved the 
OFHEO, more or less intact, to the Treasury Department. 

OFHEO would assess the FHC for the cost of carrying out its re- 
sponsibilities with respect to the corporation, but we cannot deter- 
mined the resources that would be required under this proposal 
until the FHC publishes a more detailed business plan. 



15. NATURAL DISASTERS 

Q.16.a. To what extent are the GSE's exposed to natural disas- 
ters? What is the adequacy of protections that they have built in 
against floods, hurricanes, fires, and earthquakes? What is the ex- 
posure of the GSE's in areas with high hurriceme or earthquEike 
risk? 

A.15.a. "Die Enterprises' exposiure to natural disasters is a function 
of the probability that a borrower, facing a large reduction in the 
value of the collateral underlying a mortgeige or a drop in payment 
capacity following a natural disaster, will default on a mortgage 
held or guaranteed by the Enterprise. The probability of a disaster- 
related claim increases with the loan-to-vaJue ratio before the dis- 
aster, the probability and severity of the disaster, and the shortffdl 
in private disaster insurance. Obviously, if the property is located 
in a high disaster-risk area and does not have disaster insurance, 
the likelihood of a disaster-related default, and hence the exposure 
of the Enterprises, is greater. Since the availability of insurance 
varies across the flood, earthquake, and hurricane insurance mar- 
kets, however, the Enterprises' exposure to loss varies across the 
three types of disasters. 

As a safety and soundness regulator, we have encouraged the 
Enterprises to take steps to reduce their potential for loss, while 
recognizing that ar^ such actions must be consistent with their 
other obhgations. OFHEO believes that any solution to these natu- 
ral disaster issues must involve a comprehensive set of national 
reforms similiir to the proposals submitted by the Administration 
and not arhitraiy restrictions on the business practices of the two 
Enterprises. 

Flood Exposure: Floods are one form of natural disaster to 
which the Enterprises are exposed. This risk, however, will be miti- 
gated by effective enforcement of the Flood Disaster Protection Act 
of 1973 (1973 Act). The Act directs bank, thrift, and credit union 
regulators to issue regulations prohibiting regulated lending insti- 
tutions from extending loans to borrowers whose collateral is lo- 
cated in a Special Flood Hazard Area (SFHA) without adequate 
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flood insurance. The 1973 Act also prohibits any form of financial 
assistance by Federal programs, or by Federally supervised, regu- 
lated, or insured agencies (specifically defined as including Fannie 
Mae and Freddie Mac) to oorrowers with properties located in 
SFHA's that do not carry adequate flood insurance. 

In 1994, Congress amended the 1973 Act to improve compliance. 
Among other provisions, the National Flood Insurance Reform Act 
of 1994 (1994 Act) requires the Enterprises to implement proce- 
dures that are reason^ly designed to ensure that adequate fiood 
insurance is in place over the term of the loan for loans purchased 
after September 28, 1995, that £ire collateralized by buildings lo- 
cated in SFHA's. This requirement also applies to properties that 
are remapped into SFHA's during the term of the loan. 

In February and Mjuxih 1996, OFHEO conducted flood insurance 
reviews of each Enterprise's compliance with the 1994 Act. The 
reviews focused on the analysis of Enterprise's policies and proce- 
dures relating to the 1994 Act. Because the procedural require- 
ments of the 1994 Act only became effective in September 1995, the 
reviews assessed the progress of each Enterprise in meeting these 
new requirements. OFHEO determined that Freddie Mac has es- 
tabhshed adequate policies and procedures under the 1994 Act and 
is complying with them and the poUct and procedure ft'amework 
being implemented by Fannie Mae with respect to flood insurance 
requirements is adequate. 

Earthquake Exposure: With respect to earthquake risk, the 
Enterprises do face considerable exposure. Like flood insurance, 
earthquidte shake coverage typically is written as a separate rider 
on a homeowners' insurance policy. In the face of mounting tosses 
in the wake of the Northridge ($12.5 billion) earthquake, however, 
private insurance companies have retreated from the eiuthquake 
insurance market. As a result, eariihquake insurance coverage — 
only 36 percent in California before the Northridge earthquake and 
virtually nonexistent elsewhere — ^has now become very mfficult to 
obtain. 

Furthermore, roughly a quarter of the mortgages held by the 
Enterprises are backed by property located in California, where 
this retrenchment in coverage is especisdly acute. OFHEO has 
estimated that the average annual earthquake loss exposure of pri- 
vately-insured properties in California is just under $1 billion per 
year. Therefore, assuming that the housing characteristics of the 
uninsured portion of the market is similar to the population carry- 
it^ private insurance (a conservative assumption since higher ri^ 
properties often do not carry insurance coverage), the annual ex- 
pected loss for all residential properties in California could ap- 
proach $3 billion. Of course, the Enteiprises are only exposed to a 
subset of these properties and will only suffer losses in the event 
of an uninsured default. Nevertheless, the Enterprises face a real 
exposure to earthquake-related losses in California and in other 
earthquake-prone areas of the country. 

Hurricane EzpfMure: M^or hurricanes similar to Hurricane 
Andrew in 1992 ($15.5 billion) also create mqjor economic disrup- 
tions and losses for the housii^ commimities fuTected and can lead 
to defaults on mortgaged properties. Unlike earthquake insurance, 
however, protection against hurricane wind damage usually is in- 
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eluded in the standard homeowners' insurance policy. As a result, 
with the exception of very high-risk areas covered in the special 
risk pools, hurricane damage typically is insured — reducing the 
exposure of the Enterprises. Of course, after sufferii^ losses from 
Hurricane Andrew, many insurers are now reluctant to offer hurri- 
cane protection in high-risk States like Florida as well, emphasiz- 
ing the need for a national solution to the current problems being 
experience by the insurance industry in providing natural disaster 
insurance. 



16. PRIVATIZATION 

Q.16.a. Congress has directed several studies of GSE privatization. 
Is it possible to privatize the GSE's? 

A.16.a. OFHEO believes that full privatization of the two Enter- 
prises is feasible. The process of privatization, however, would be 
complicated, potentially expensive, and certainly risky. 

As pointed out by the Department of the Treasury in its privat- 
ization study,* the secondary market for conforming, conventional 
mortgages would operate efficiently and effectively in the absence 
of Government sponsorship of the Enterprises. According to the 
Treasury, however, the more critical issue is whether the benefits 
of a dumge would at least balance the disruption and risk to the 
residential mortg^e market. The Treasury study estimates the 
benefits of Government sponsorship of the Enterprises total about 
$6 billion a year, about $4 billion of which is passed on to home- 
owners in the form of lower mortgage interest rates. The study 
warns, however, that quantification of the benefits is uncertain and 
that the potential effect on mortgetge interest rates is an important 
risk. Nor is it certain what the impact of the chauige would be on 
the affordable housing activities of the Enterprises. In addition, the 
Treasury study outlines several potential benefits of privatization: 
increased market competition, more efficient credit allocation, re- 
duced U.S. Government borrowing costs, and reduced potential risk 
to the tsutpayers. In conclusion, the Treasury states that: "Firm 
conclusions regarding the desirability of ending or modifying Gov- 
ernment sponsorship of Fannie Mae and Freddie Mac are pre- 
mature." 

Q.16.b. What would privatization entail? 

A.16.b. Before privatization could be considered, a road map for 
severing all Federal ties would need to be developed and reviewed. 
At a minimum, a workable privatization plan would have to: 

• Protect the market value of the exlstii^ debt and mortgage- 
backed securities of each Enterprise; 

• Allocate the past and future business activities of each Enter- 
prise to separate firms (or to separate subsidiaries of a holding 
company), create enforceable firewalls between the separate 
units, and assure that each unit had adequate capital; 
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• Provide for continued safe^ and soundness regulation of each 
Enterprise throughout the transition to a post-privatization mar- 
ket structure, to protect taxpayers against any risk of loss; and 

• Foster the emergence of a post^privatization market structure in 
which private investors no longer believed that the Federfil Gov- 
ernment is likely to take steps to prevent either Enterprise from 
defaulting on its obligations. 

Q.16.C. What safely and sotmdness risks would privatization pose? 
A.16^. Privatization of the Enterprises could potentially disrupt 
the private mortgage and housing markets during the transition 
phase, which could pose safety and soundness risks for the Enter- 
prises. The key concerns would be: (a) how a restructuring plan 
would work (e.g., the rules for allocation of capital between a hold- 
ing comp£uiy and its subsidiaries) £md (b) policymakers' intentions 
in restructuring the firms (e.g., the successor hrms would receive 
no preferential treatment from the Government). It would also be 
necessary to take steps that would gradually shift some of the busi- 
ness that Fannie Mae and Freddie Mac now do to the entities that 
would take it over in a post-privatization world — private conduits, 
depositories, FHA and other Government agencies, and others. The 
objective would be to allow everyone to expand their business vol- 
umes gradually, with minimal disruption. The privatization studies 
discuss options (lowering the conforming loan limit, for example) 
that would accomplish tiois objective. In addition, each Enterprise 
would probably have to raise additional capital by issuing stock. 



17. CHANGES IN THE FINANCIAL SERVICES INDUSTRY 

Q.I7.a. What risks are posed for GSE's by financial services indus- 
try consolidation? 

A.17.B. Consolidation in mortgage banking may benefit the Enter- 
prises. Large, well-capitalized finns that have the technology and 
mana^ment expertise will likely improve their origination and 
servicmg practices. Many such lenders will use statistical scoring 
to re-engineer their credit risk management, thereby improving the 
quality of the loans they produce and service as well as minimizing 
credit losses. 

But industry consolidation also poses certain challenges to the 
industry and the Enterprises. There is imcertainty, in the event of 
a national economic downturn, about the performance of the very 
large, national portfolios created in recent years. Some large 
servicers have sought to cut expenses by centralizing operations in 
a siiule national servicing center or a few regional ones. In a na- 
tional recession, such servicers may find it more costly than antici- 
pated to manage ge(^raphically ^persed delinquencies. Current 
servicing portfolios also include a significant proportion of recently 
originated mortgages with high initial loan-to-value (LTV) ratios, 
as well as loans m^e as part of fairly new community lending pro- 
grams that permit variances from normal underwriting guiddines. 
In a economic downturn, servicers might find that managing delin- 
quencies on those loans costs more than expected. By contrast, the 



Digmzcd by Google 



160 

very large, nationally diversified portfolios created in recent years 
could perform better than anticipated. 

Consolidation may also have implications for the guarantee fee 
income earned by ^e Enterprises. The Enterprises give a degree 
of favorjible treatment to larger originators in the form of lower 
guarantee fees and waivers of some underwriting guidelines. This 
enables Fsmnie Mae and Freddie Mac to reduce marketing costs 
while maintaining market share. Consolidation in the origination 
market may, in combination with favorable pricii^ for large origi- 
nators, tend to reduce overfill guarantee fee income. This could in- 
crease competition between the Enterprises for liigh-quahty loans 
and accelerate their use of scoring technology to re-engineer their 
credit risk management. 

The broader issue of consolidation in the financial services indus- 
try, including but not limited to nationwide bsmking £tnd branch- 
ing, may also have some impact on how the Enterprises manage 
their business risks. More specifically, the Enterprises provided a 
channel for geographically (Uversifying the risk of mortgage port- 
folios and intermec^ating mortgage funding throughout the United 
States. By implication, nationwide banks will be able to diversify 
their mortgage portfolios imd intermediate funds directly and much 
more cost effectively. The potential meiger of the thrift and bank- 
ing charters may also have an impact on the mortgage finance 
market. 

Q.17.b. One Member of Congress proposed requiring the GSE's to 
contribute to the cost of recapitalizing the SAIF fund and assisting 
in the payment of FICO bond obligations. What is OFHEO's view 
of this proposal? Has OFHEO reviewed the possible impact of user 
fees on the GSE's? What would be the impact of user fees on the 
safety £md soundness of the GSE's and on homebuyers? 
A.17.b. The Coi^ress resolved the question of who should contrib- 
ute to the cost of recapitalizing the SAIF fund and who should pay 
the FICO bond obligations by splitting the cost between the thrifts 
and the commercieil banks. (Fiscal 1997, Omnibus Consolidated Ap- 
propriations Act of 1996, September 30, 1996, P.L. 104-28.) 

At this time, OFHEO has not conducted an in-depth analysis of 
any specific user fee proposal. From the perspective of sstfety and 
soundiiess, the main issues regarding any proposal are: (1) whether 
the absolute size of the proposed fees would preclude safe and 
sound operations; and, (2) whether the proposed fee schedule would 
give the Enterprises an incentive to increase or decrease their risk. 
In Emeilyzing Uie user fee proposals, it is important to determine 
whether proposed fees would be levied on debt and/or MBS, and 
whether they would be levied on all outstanding securities or only 
on new issues. 

The Enterprises' market power gives them considerable freedom 
to pass or not pass through cost increases as they choose. In all 
prdsability, user fees on new and/or outstanding MBS would be 
more likely to be passed through in MBS pricing than on portfolio 
loans. Relatively few loetns are purchased zmd placed in the Enter- 
prises' portfolios — currently, additions to the portfolios are most 
often purchases of MBS securities that the Enterprises have is- 
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sued. Thus, borrowing costs have relatively little effect on purchase 
decisions. 

The cost of a user fee on new d^t. to the extent that it was high- 
er than a fee on MBS, would be borne primarily by the Enterprises* 
owners. Fannie Mae and Freddie Mac might respond to a user fee 
on debt, or a fee on debt that was greater than a fee on MBS, by 
reducing the size or rate of growth of their portfohos, which would 
tend to reduce their risk. 

In August 1996, the ConeressioDal Budget Office (CBO) proposed 
imposing a user fee of 20 basis points (0.20 percentage points) on 
outstanding Fannie Mae and Freddie Mac debt, with no fee on the 
Enterprises' outstanding MBS. In the short run, it is likely that the 
owners of Fannie Mae find Freddie Mac would bear a large portion 
of the cost of such a user fee in the form of declines in stock prices. 
Because a user fee on debt alone would reduce the profitability c^ 
financing mortgages with debt relative to securitizing the loans, 
the proposed fee would probably lead the Enterprises to reduce the 
size or rate of growth of their portfolios. Fannie Mae and Freddie 
Mac mi^ht also try to increase somewhat the prices they charged 
lenders in order to maintain their overall profitability levels. 
Q.17.C. What is the competitive relationship of the Federal Home 
Loan Banks and the GSE^s? What are OFHECys views of legislative 
changes proposed for the FHLB's and the impact of these changes 
on the GSE's? 

A.17.C. In general, the Enterprises and the Federal Home Ixian 
Banks are sounds of liquidity and financing for residential and af- 
fordable housing. Both Fannie Mae and Freddie Mac, however, 
compete only peripherally with the Federal Home Loan Banks. The 
Enterprises piurhase and securitize mortgages while the Federal 
Home Loan Banks provide advances to their members. In some in- 
stances for some institutions, these transactions may constitute 
close alternative sources of Uquidity and financing. In other cases, 
the Enterprises' repurchase agreements may represent competitive 
alternatives to advances fit>m the Federal Home Loan Banks ad- 
vances as sources of Uquidity. In addition, the warehousing activi- 
ties of the Federal Home Loan Banks and the short-term financing 
activities of the Enterprises, where Uie Enterprises fund mortgage 
loans prior to the sale of tiie loans to the tutimate investor, are 
equivalent transactions. 

Both the Enterprises and the Federal Home Loan Banks also 
actively raise funds in similar segments of the financial markets. 
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piMi employ deiMittm contiocti fortound butf- 
re» pupOMt ttioi ore not spaciiotlM. 
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Effscriue ovsiSghl li ctmcal In anmlng that Oe- 
thiotlvoi ocrMllB! ara cooducteb In a iote ond 
jQund monnei. An aftactlvs ovonlaht fiome- 
work Induoei meie eleitwril]: ilnatBglc policy 
oulclarice From tha board ot ditecton, deiaeo 
Itons Dl outhortty and mooltaftng by tfie boofa 
docily oOWJolsd pdcles ond ofocBdures (TQiTi 
lanlor monooemonl. ond ocllvo supervision ol 
O0rt^3tlvos Qcttvltles by senior monagorDonT. 



RtsM rnorx^gsmonl 
gulio! erracKyo procesjsj and lystoms to an- 
nuo ttiof 'BW (XB WonllBod. mocajred. and 
controlBd by senior monaoBfwnt. Operottorxa 
policies and procedures, fnanoaoment Infor- 
mation systems, and Intemol controls ore essen- 
tlol olementj of sucti risk management. 



y^ Fannie Mae tUty 



a dO percent rcreiBB. Ai WIS ttw cora for Forvile 
MoQ, l^butxIantlal grov/tti prtncfty rellecti ttve 
»icroaan(HBao(tlie»conttocts.lncQnjuncHOn 



a cojt-effocttvo dlomalM to mote ttacittorxjl 
lono-lerm <Tid ^itnnnedtato-lerm debt n (und- 
Ing PieOdle Moc's fopkly (Rowing mortgage 
portiaio. The ejamlnollon deteimlneO I 
Freddie Mac empkiys dertvottve contract 
octileve iOund buijnez puipoiss. 



The notional amount ol FonrM Moe'i dertvo- 
ttve contracts poitfolo rose to S89.4 bUon at 
year-end 1994. uplrom!51,5bHonayaarsat- < 
Bee lor □ 74 percent inaeaie. 1Ns a. 
growth prtrDotiy rellecti ftie increasing us 



and structured deljt Instruments, as a cost-el- 
fectl^'9 oltemattve to rhore Irodltkyxjl tor^term 
and Intermedlate-temi debt In hjrxJng Fonr^ 
Mae's rcplciy growing rstaiTod mortgoge port- 
folio. The e^tLomlnallon determftiad that FcTviie 
Mae employs Oertvattvs contTocti to ochleve 
lourva business purposes. 



OTMEOi 

positions wos rnWm 
enposuro Hrr^ti for counterj 
Itehed. ItKit elforfi to develoc 
Ity to measure current credit 



OFHEO concludad that senior rrxsvigBmont codurej 
Involvement was active ana ellectlve. While 
OFHEO recogrttact ttiat recern InlttillyBs by the 
Board tiod Improved Its role In overslaht, OFHEO 
he Board ol Dlrecton lur- 



e strenglfior>ed. 



ot Institutional policies on i 



ment practices overall at Formle Moe were ef- 
fective OFHEO supports efforts underway to es- 
TaOilsh oggreaafe credit Limits for all 
coijiterpcitles to avow concontiotlons of crer*. 



raSS ANNUAL OEPOItT TO CONG/IESS 



AtFredOleMocth 

tlon recommenaallara lulty sotolled OFHEO's 

stonoaroj far 'best ptoctlce!,' 

OFHEO conducted corpofofa governance e«- 
amlnatlons ol Farwile Mae arwl Freddie Moc 
that concluded In March IMS. the oblectlvs 
ol eoch was to assess trie strength of corpo- 
rote governance O.a- to defermi 
Ity ol ffie Boards and executive 
lo manoge risk, to make sound business <JbCI- 
iloro, and to assure contlnultv ol oporotloni). 
CorpaioJB Qovemonce specincoly entaB ttie 
review of ovetslgnt, ptonnlno. pollclas i 
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kt ni ML baooMMMd «nn*MWn of fanrM 
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l^*^ n l^|^^^^d t ^otho ^ pll^ aMl ^^t»^^a^ Meotwy cnt Entacamw* Act o( 19M cnongM 



p1ficlwO«oni»ina«^)WTWrtfcanfaloi.»iB Mac.»ica14W.FiK]cl«MacAa>CMnwOrtlnglo 



ondtwoCMftoNfamFanrtaMMtapnaatar- tarn tha koMond MworcMca amcKM to on* 
nwMtvmoinawbMnapMtodafMMWfeQ ivtftacuMonfcwbiainMaiwMeaiMiSaMcM. 
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Ule Detember 1994, Ihe Office of Federal Housing Enieiprise Oveni^I (OFHEO) [equemd Hut 
Fumie Mae ind Ficddie Mac (Ibe Enleiiinses) npon m their appnuchcj to ducloiiue uut Investor 
luitability in connection with their isiuiixe of derivative lemrities (strucluied notes ind Real Estate 
Mongagelavestment Conduits uRENflCs). OFHEO'sparticulirinlereslGoventberisklhat widely 
reported investor losses no stxite of these securities, and the accompanjiag advene publicity, pose to 
the reputations of the Enterprises, and possible dettimentai effects on Ibe market for all govemment- 
spooiond enterprise securities. Congress has charged OFHEO with ensuring Ihe financial safely and 
Hundness of the Enterprises, and OFHEO'i cooccnis arise from this responsibility. 

Based m a review of these tepons, supplementary materials and supporting research. OFHEO has (1) 
u perspective on the market risk of derivative securities; (2) idenliTied issues relating 
vailable information about and investment analysis of these securities; and (3) develcfted su 
s for inqnoving tbe derivative securities aaxktt generally and the iti 



Derlndva SeenrMea M^l^^t^ RMt 

Overall, the development of derivative securities appean (o have improved the cfTicicDcy of U.S. capi- 
tal markets. Ma(tgagederivativestrucniies.whicbailocatedifkieTilponiooiofIheinterEitralEriskof 
an underlying mortgagt pool to diffeient Glasses of securities (and investors), have greatly broadened 
Ibe nxmgage-backcd securities matkeL Stnictured notes, some with complex risk characletisdcs. have 
pennittei] the Eolerprises to reduce their funding costs while satisfying specific investment needs gen- 



Tbeiisksofderivadve securities arenot unique. All fiiicd income securities are subject to interest rate 
risk, the principal ri^ astorialrd with derivative securities. In fact, many morlgage derivative securi- 
ties and structured notes entail far less interest rate risk than a 30-year Tieasury bcHid. Furthernuie. Ibe 
risk chancletislics of an individual security have no necessary relationship to tbe risk profile of an 
investor's portfolio. In many cases highly volatile securities may functiin to reduce signiScantly Ihe 
overall risk of a portfolio. 

Derivative securities as a whole are not inherently risky. The highly publicized losses involviag de- 
rivative securities thai have occurred since the binh of OFHEO (ahnost two years ago) have often 
resulted from speculative investment strategies or investoti' lack of understanding of the risks of their 
investments. The latter principally seems to leflect insufficient expertise or analytical tools on Ibe part 
of investors and. in some cases, inadequate dealer judgments about investor suitability, rather than a 
lack of adequate disclosure on tbe pan of securities issuers. 
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MBy lor m Enettor to milx an Infomied puicbaie. Fof fixed 
a avaibblc md andyict pctnUc dUTn between Ibe primi(> 
ind secooduy nuokcdl in bodi Ibe prinnty md WT o nd» T mnkeli, infonnition available and amljr- 



BolhREMICsanda) 

prepared. Thua. aduk ttw public d tb M c hn f B cnau l on Ibe adequacy of dheicnuic. invewonniike 
Iheir purchase deciaiona witboo) beaeft of *U dK OVBM* Mid aaalysca Uut migbl be included in a 
fbnnal ditdomre documeoL Tbcy boc Aeir pHthne JeciwoM on bied "icim abeets" deicribing the 
lalient femirei of an otfaiot. and Mbcr inlbnnMian coovijwd over Ibe leleidicxie by deatcti. 

Legally. ide^Kople are pennined to provide no ndbnuMion lb« is not included in die disdosuie 

lale), (eel (hey wen mialed may caoeel dieir onkfa. 

Some debalE ha ''*""■" < on diflerencei bc wma diKloaiDe for mortgage derivativea and suuctuied 
Holes. Many diiclawiE i lBc ii mnrt far tuueaai maa 6a not connin die lenailivily and iccnario 
analyses tbai issuers liatM tlwqrs inefaMb far mortme doivativBS. Such inilysei are partkuliriy 
imponanl for mrttfmgr deiivaJKi bccauK Ibe perfar mf ce of Ibcsc insDumcots is a functioa of the 
complex intenctiao of iiaereal nces and """ctT puw"*"'*- ^ ^ other hand, die pcrfomiancc 
of struclured nolei ii uaudy a ftiuaion of marfcEC nces only, aod geoenlly can be evalualed moce 



lUiility to publish sobiciiueol dbdosoR docunxali for securities as Iheir imeicu rale seoiidvitles 
change over lime. Investoo considering Ibe pui cbaie of sc cui i li c s in ibe Mcondaiy market, dierefbte. 
generally rely on data availjMe tboogb infomaion sources, such as Bloomberg or Dow Jones, to- 
gedxr with analytical tood they pwdnsc. d e n el op ialcnially, subcoibe lo. or acceaa Ihrough marlcel 
infonnaiim sources. 

The mortgage derividves market is over len yean old; die snucluicd sole nurkR is lelatively new. 
Mongage derivadves are heavily Inded, and the informaioa sources and analytical tools necessary to 
si^ipontbesecondaiynBitelarewelldewlapcd. SOnctocd notes, on tbe other hand, wcic ori^nally 
intended to be placed permaneolty irilb iswHaan. and isiucn and inf ormalion sources have nol yei 
fully responded 10 the needs of Ibe secoodafymaifcM. In pnticular, the analytical tools thai infbnna- 
tion sources provide far mcttgnged eit v Mi wa are not UMlaMe far stngturad notes. While investras 
can analyze most strucnced notes usinj populv qneadtbeet software, ibc lools comparable to those 
available for rocntgage derivatives would be helidid for man complex amictured note issues. 
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Both Enlerpriiei itport sidisunliil effoiu lo disclose [he risk of DKir securities, uid w ensme ibe 
deliveiy of Uut diiclosutc lo initiil investors by secunlies dealers. coosiiieDl wilh SEC [cquimncms 
for cmporue iuucn. Wiihin Ibe pitseni ngaluory fmneworfc for our capiu] mukcu, issuers tuve 
vay lilUc ability dirccily lo discoungc inippnipriaie investmenls. Since issueii are unfuniliir «ritb 
JDveslar ponfiriios uid risk prafllcs. ifacy arc in no poiilion lo assess tbe suitibility of deriviii\Fe or 
other securities Tor investor pottfalios. 

TIm Securities aiKl Exchange Conunission (SEC), the National AuKiaiioi of Seciuitiei Dealers (NASD) 
and llie bank regulaliwy agencies have authority over dealer salci pnciicei. We luj^rr the pfompl 
adoption by ihe NASD and bank regulatory agencies of suilabilily and sales pnclice rules for the 
govcnunem securities market, as provided for in the 1993 amendments to Ihe Govemment Securities 
Act of 1986. In view of Ibe shortcomings leflecled by oiidely leporicd losses, we also believe the 
oversight of the investment policies of some mutual funds and state and local govemmenl entities 
could be improved. 

Oik aiea where new regulation or self-regulation might be helpful is the certification of the compe- 
tence of managos of investment potftilias. A certifying authority might examine managers and. throu^ 
vaiying levels of ceitificalion, quali^ their abilities to evaluate securities of varying complexity. Such 
I ceniHcBiion piDgnm would provide both the owners of invested fimdi and dealers selling securities 
with greater confidence iboat Ibe competence of ponfolio managers. 

le fdlowing steps consistent with evolving industry practice thai may 
risk of inappropriate sales of structured notes, increase aviil^le infbiroition 
and increase secondary market liquiiiity. 




es are inappropriate invesl- 
n with insufficient knowledge and ei^rience, (Reddie Mac currently includes 
language to this effect in its ddM oflering materials. Fannie Mae inchides similar language in its 
ditelosute for its Global Debt F«:ility. but not. at present, for its Medium Term Notes, the vehicle 
for its structured note issues.) Upon implementaiion of a certirication program for investment 
portfolio managers, disclosure documents could specify a minimum certification level appr(q)riate 
for a given security. 

For more complex instniments. disclosure documenls could include aiulysis of how securities 
would have behaved umler hitiotic rruikct conditions, or mi^l behave across a range of hypotheti- 
cal mariret scenarios. (In some instances Fannie Mae has provided such historical informabon; 
Fieddic Mac believes it has not issued strucnircs of sufTicienl complexity lo warrant Ihe inclusion 
of such analysis.) 



such as Bloomberg to pro- 
s, and 10 help such sources 
ies by potential investors. 
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m migbl be vtei to ui|rocnl puMUliEd sales camnusiiani on 
10 ofler Ote Kcoritics to rmU invuloii. (Fannie Mae indepcn- 
cuKi on in own busineu inieresu. contideni thai iu 
d to indiTidual invaun. PmUte Mk does do such valuauon.) 

Usuat could cvahuie dte IbttibUiq' of nquuing deden lo posi bid prices for outstanding 
issues (peih^ legtrikM oltm^iui mdetwriiet) iDdbciCtiledus requiiement by being prepared 
lo buy back securities EioB deden br i ii liaiip diein for mote liquid securiliei (al no loss to the 
issuer). IS does Itae Worid Biok. Sncta cvihytioai iM|bl lite into account that: (l)dcajenare 

Freddie Mac reponi thM il has otpnocd ID inquiiini dealers a willingncM to buy bKk smictuied 
notes alnmtetkvels; 11x1(3) die Wotld Bank's secuniie>cichaii|epnignmrMely has been used. 
but il is relatively pev. 

Issucn and letulMan eouid eBMonte Ub developaica and btoader application of measures of 
the interest late liik of ini£vidual vcmitici, such as die FedenI Financial Institutions Eumiiuuion 
Council high risk tw i uit i i* KM and BBft Inveslon Sovtce' CMO nwket lisk ratings (both of 
these iDcasurespnsaltlyaiiply only nREMfCs). SudnDeasutcscaonolindsbouldnol substitute 
for analysis of sccmilics in * poilfblio coiNeit. but polcntially tbey do flag, for investors, dealers 
and icgulaMn, secinilics tM MC risky oa i sMid-aloae basis. 



Diaiiizcdb, Google 



170 

OFHEO's Regulatory Activities 



II (Tirol ap«it>oni,OFHEOcaiylucledi Con|r»t giv* OFHEO au 
n. Thv Offica conwieted ejuminuioni of sublifh i rksk-bued capl 



( ot 1 mm iBl iliii w-ll tM uKd to HI nik. Extmio 

ritk-MMd cipilil icquliwMnB. A d«cf IpMn o' Ihnc in; Ihat 11k EnlecprlKi hive cHkilm rii 

and other activities, including research and projects to and miernal controls tn place- 



Bud Freddie Mac 



nik is essential lor safetv and soundnets. As a sa^ 
ml Housini Emrpritel Finincril Satetr and and HXindnen nfulanx. Of HCO's prinuiveuininalioi 

« Acl d 1992 (die AcU reqiiHes Of HEO lo tasks are 1o idennfy, understand, arvf assess Ov rill 



; annual enamlnations- shall be direaors and eieculive management. OfHEO connrv 

ofOFHEO'sAnnual Report 10 Gm- ues to develop and refine iae™nin«ion and ovwsithl 



&(aminati(m Approach 



i.^«gl^lId"omE<rd^i-«iil"^^'!nt'on, ""*' "' "* »"!•''"■ «™"'»^l*^ <«' "* 
enolnecessarv butdidconduclcorr^pJiance taking adequapi o( tiik nwaiuremeni; and sejregi 
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um of «i conncl. Gxintepaniii Indud* linjl*- 
twiit|Fboironw t inulllhmllybomn«*fi, indrnBitu- 



OFHfO bdimci t*ul a riik-faciacd approKh in 



Dwini die 1 2 moMhi indlnc in )i«t 1 fW, OfHCO 

amJueWd ontiW Riifc Mim ^mnii tmmii M liiHi OFMO dMloiwI cunduiioni i 

ibovw crMH iMi and iMni iiM rWi. TIk 0*10 abo canduian, md compujum wi 



KCOnlana with dii MitiDiuI Fkied kinnnca bfani OFHEQ^ nm mmtndittoM for CDtncHni uty daTicI* 

bdow. OFHECiamduiiontndrKamnwndWIononi* 

mndwDd widi III miioi nuuiemenl ol each En■^ 

ffisi Management Examinatitms prt»,—d -ponni(«MminiaBnwi.dnnibundi»i 

rh.obiMiv.o(d<.B«nH«k»«.<.a«.«. do«wiltb.dta™dwHhBch™.p«t«b»-d«^ 

qualltv o( riik rninaMinvil jinuiiiLiiiji. Lutih tnTfi '■■■ meatot- OfHKJ will tallDw up n tfilvrt ulitfi 



1^ 
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Credit Risk Management 



Siiigle-Ftnuly Baietta- Detu^Jl 
linimum (Itjibilllv standirdi for ilntle^vnily boirov 



EUiOOiiy 
Ftrformana 



rilrcd thit the Entvpnwi miintain alliibilHy ftin- 
irch ro provide a uund frimeworli for meamring vkJ 
nrolling defiult rnk on inon|i|e purduxi. OFHEO 



monitoring oedit nk embedded in their ponfolioi. 
Portfolio aiulytii ii neceiury Iv earlr detecUon of 
credit ilik ituei. OFHEO eumined the Enurpiitei 
lyilemi lo monilor poflfolio balincei d< highi-riik 



MultHaniily Bomnver Debull 
The mullilimily binineu i) minaged u i v|uni 



isesfolfllled their owiigh 
g.dac<jmMIing,u>dcomr 
nd obfeclivet. Another im 



OFHEO determined wl 



EnHrpritta'underwritingitindirds, jndthi 



u vriili ttntie-fimily d*liull riik, effective mi 
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Tduce loM wvtmy md rrvtowwd new pn 



OFHEOeuiKiiwr) inilyicd 
mulllfainily piicing modtli. 



iwt owe will coined. 

Interest Rate Ri^ Management 



■iheriwr jueh MlicW in 
minncr Ind thX oiHcal , 



Dutjbitianal CauntetpBrty IMault 



ponloliiB. Fixwllei/ 



t^tc loini curcheed trum idlefi and ten lor axni^i- 
vu wiih EnlerpriM >und jrd) *nd coMTKU, OTHEO 

■cnficd IIUI Ihe EnlCtpilSH hM HI^ilhKl cHkUm 

iHKIion* 10 dul wiiti wller/Krvicer non-performance. 



Sbcci Acdvicia 



Tradi ftsuron Una 



iMum tradfrolf. Effeclivc 
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Off^akitcfJlhttt Activiba 



iili opoMic ind at ■■ Enwiprim. InaddlHon, ci 



iiiiii14H» bnrti) Mcuriiie] IMSS) poitfaJMH wi 



I. OFHECi Inumiaihit The maWi uitd to teoanM tht primaiv rlik nu 

I how mtetsi iw riA a nboih Mvpiiia wiranudied Iri (Mail. Th* m 






mtrad tka REMIC ponWio. tbi dtcnion proccB for bavina' procsia u dHcimliK opllmal fundiAt 
cufdiini ditil olli. ind niiivniaiTBisi itetrvara* mbB a boA tli* tnnudion md pwIfDllo Itnli. 

acUvilis, Bnally, OTHEO mncd th* lutuv and quality ti Hh 



OFHEOweuKltlwin 



Resalts <a the Risk 
Management Eaminations 



Est iMi riili li ftnHif. Manaamitni ha Htabllihad 
th* nntani and preccuas fix th* IdiMllkVioii, 
OKfOBil. conmil. and monltvini o( rali; and DO 
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npam sn ilntMimily lotni pnnnda foi 



■I rapomnt W inniiBiwiI. >nd thi 






Ellgibililv omdwdi. RniKial 



a, OFHCO ri)k nun^mwl AppniptlM policiM and controti 

lr*poitii«l(ir In pin. wdltw policy il»«lopiM«lpnKcnpiDvii 

ihsnol eouinw- „ rHtaht moni o( Idwutfytni ">d mainf to aitlc»l 



in Ion roeivM ii ifiKtlva. 



Th* intcRM nit riili pqI<<:y *<■' owiiilil <nnwwDrk it gf multilinilly bmineB icHvttla. 
FrKWie Mk i«uIB in i conpr«h«nsiv« ind cominanl 

igpniKii to innna ma rMi numtntwm. OFHEO inuiiutiomi cowMipany dsliult riik t> cftacVvch' 

madt iwommBiditlonj to «*■«» Iht polici' tram* eonlroJitd Ihrouih dlliMiitr Mndudi, monilonng of 

mrii Hid nponint (DuctuR. Ih* ponWia aid nmury nmncii) condllion, iitutity control procsdum, and 

m ^nsilV •n tflicavt. OFHCO ,^„ impsti 



cHKttv* tn conlrolllni 



conooli v* (nKiii*. Tfidini and man(ii|a iiltrat Rttt Kak 

mk. Frtddit Mac*! analytic rnaddi <ati lor InKial Manatnwn hM otibllshed efhctln opvatknal 

nu rt* minatainanl an mMhedoloflcally Hwid and policie and pnjcadum <or manaflni intmn im tW 

■nnyhar ihc icopt and lli m lin aii al wnw s< lh> ^ ,Q,pc jnd tnqucncy ol npottlnt. The Board al» 

nodth. ihould clanty th> lola and mponilbiiitis ol in 
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■AKttvcty nHNfB inatttt^ <w mH of Aood immnct raquJnd ii tfw low o' dv 

ponlsliaopv«lon>.ln«tiulcaittab.how>iw,ihsuld uiiBMiii«inpttnclpilbiliiK»c<lhtlojner*wnuiii- 

bdtmgthcncd by oobllthlng in ind<|Mnd«i( mtfw minliMilcfapiwIlt made milablt under Si* Act 

pnKmt for cerWn kty Kmctkvni in Th« mam i nnant cf wiii mpaa la A* partkulv lypi flf proptny. 
thi noniita pwilBlio, md ^ cmnptaing ifie docu- 

menuiionofc'i(«lfuncllon>indproa«>.E>pHM ReSUItS Of the FUXXi InSU^iKS 

vwlyiii would imnithcn dw muMmnent of ponMiB <» >■ n ■ 

wHMvitr D Ills. rnwHt «■ ii»»nHfiB. Morvwt QunpUaDce Rcviews 

In Nfaruwy md MifCh of 1996, OFHEO conduQad 

Ih. inmt FM riik In irvMwy evmttim. which •»«l li">»iiit» iwiewi of adi EnMrpriw'i conwiiwc* 

iKHHnortv^ Imol- wi* AcltMAcLThcnvinHfociaidan >iulyilio< 

nil rMi ta Fmnit Mh. A<^ OftCO Ai 



»ctiMl«, includint Biding opsMisni md acuriliied intanud lutl pravm fa w*"! controlj. I 

eipoHirc, Finillv, Ih* anilytlcii nwdili und in di* 



„ , , „ ,. Freddie Mac 

Iwoa Insurance Campitance 

Reviews "+«> ■*— ™*™-* *■ ?>«*«. w* •" BuwiihBj 

nw Flood OiHRB- PrslKlion Act 0( 1971 119/3 Act) 
diiKU bwJi, thrift, ind a«dli i«ion ntuUiDn n isu 
niulMioni prohWUni rcfuUMd Icndlni •iHJBIioni 



iiSpKiilRoodHuvdAiulSFHAlwHhoU ampfana pi> 



u noodi iloni the Mluiolppj Klvcr jn 



qualilVCDnVDl procHhires i proceas to indepondenth' 

Aa nqun Oood nuranca. OFHEO »ill Mlow i4> on 
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THE FEDERAL HOUSING ENTERPRISES 

FINANCIAL SAFETY AND SOUNDNESS ACT 

OF 1992 



THURSDAY. MARCH 21, 1996 

U.S. Senate, 
Committee on Banking, Housing, and Urban Affairs, 

Subcommittee on HUD Oversight and Structure, 

Washington, DC. 
The Subcommittee met at 10:07 a.m., in room SD-538 of the 
Dirksen Senate Office Building, Senator Lanch Faircloth (Chair- 
man of the Subcommittee on HUD Oversight and Structure) pre- 
siding. 

OPENING STATEMENT OF SENATOR LAUCH FAIRCLOTH 

Senator Faircloth. Good momii^. The Subcommittee will come 
to order. 

Two weeks ago, the Subcommittee held the first of two hearii^s 
on oversight of Fannie Mae and Freddie Mac. Our witnesses were 
essentially regulators for the two companies. 

This heiuing today will give us a chance to hear first-hand firom 
Fannie Mae and Freddie Mac. I especially want to thank Mr. 
Raines and Mr. Brendsel for being here with us today. Both of 
these companies are extremely well represented by these two indi- 
viduals. I had an opportunity to visit with them yesterday and cer- 
tainly, they are impressive administrators. 

At the last hearing, I noted my concern that the contingent U- 
abiUty of the Federal Government is nearly $7.3 trillion. 

These two hearings are about making sure that contingent liabil- 
ities remain contingent and don't become actual liabilities. 

Under HUD's jurisdiction are the two laigest Government-Spon- 
sored Enterprises — Fannie Mae and Freddie Mac. Together, they 
have outstanding obligations of nearly $1.4 triUion. During this 
decade, Fannie Mae is likely to become a trillion-dollar company 
and the first of its kind in the world, I assume. To put their size 
into perspective, the sums that flow through Fannie Mae and 
Freddie Mac, on a daily basis, exceed the gross domestic product 
of Germany. 

These two companies are certainly large and they certainly need 
oversight. I have concerns, however, about the impact of HUD's Af- 
fordable Housing Goals. HUD has raised the ante high, very high — 
I believe even rejecting Fannie Mae's high number of 38 percent. 

This Congress nas to be concerned about the best interest of the 

taxpayer and the safety and soundness of the two companies. HUD 
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doesn't necessarily have that concern. So the question has to be 
asked — if HUD'S new rules might adversely affect the financial sta- 
bility of the two companies with these very high Affordable Hous- 
ii^ Goals? 

Further, the Subcommittee also has to probe if the capital stand- 
ards for the two companies are adequate. Some have suggested, 
like Jim Leach, that it is too low. In the alternative, others have 
called the "stress test,", being developed by OFHEO, simply too ex- 
treme and too complicated. And certainly, it has taken almost 2 
years to develop and I don't think it's completed yet. 

Finally, another option is the complete privatization of the two 
companies so there's no Government role, no taxpayer exposure. 

I look forward to the testimony so that we can look into some of 
these issues. 

With that, let me turn to my Ranking Member, Senator Carol 
Moseley-Braun, for an opening statement, if she has one. 

OPENING STATE»(ENT OF SENATOR CAROL MOSELEY-BRAUN 

Senator Moseley-Braun. I do. Thank you very much, Mr. Chair- 
man. I will read my opening statement. I was going to put it into 
the record, but I think it's important to read the entire statement — 
given the kind of different perspectives that we bring to the issues. 

Several weeks ago, we l^ard testimony from the Department of 
Housing and Urban Development and the Office of Federal Hous- 
ing Enterprise Oversight on the safety £md soundness of the Fed- 
eral National Mortgage Association, Fannie Mae, and the Federal 
Home Loan Mortgage Corporation, Freddie Mac. 

We also heard testimony on the new Aifordable Housing Goals 
for these Government-Sponsored Enterprises and how well they are 
meeting those goals. 

What we were talking about at that hearing and what we will 
be talking about today is no less than the American dream — about 
the abiUty of every hard-working American to obtain a mortgf^e to 
buy a home. 

Today, we have Fannie Mae and Freddie Mac here with us, and 
they are real success stories. They save Americans thousands of 
dollars in interest costs over the life of a home mortgage by lower- 
ing mortgage interest rates. They play a critically important role 
in over 60 percent of all mortgages under $207,000. Together, they 
are responsible for over a trillion dollars in outstanding mortgages. 

These institutions are essential to just about every American 
who wants to buy a home. At the same time, they are enormously 
profitable themselves. Last year, Fannie Mae made over $2 billion 
and Freddie Mac earned almost $1 billion in profits. 

A major part of the reason they can save American homebuyers 
money, while earning such enormous sums themselves, is that they 
ei^oy substantial Government benefits. Fannie Mae and Freddie 
Mac have a $2.25 billion line of credit with the IVeasuiy. They 
eiyoy an implicit Federal guarantee of their activities that allows 
their securities to trade at rates just slightly above Treasury bond 
rates. In addition, they are exempt from the securities registration 
fees chained by the SEC and they are exempt fivm State and local 
taxes. 
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These benefits provide the Federal Government with an obliga- 
tion to oversee their activities. This overs^ht is essential to ensure 
that Fannie Mae and Freddie Mac are not engfiging in high-risk ac- 
tivities that could cost the Federal taxpayers enormous amounts of 
money. But just as importantly, Government oversight is essential 
to ensure that the enormous public benefits that Congress has pro- 
vided to Fannie Mae and Freddie Mac are passed along to the 
American homebuyers — particularly the low- and moderate-income 
homebuyers. 

To provide the necessary safety and soundness overs^ht on an 
ongoing basis, in 1992 Congress passed the Federal Housing Enter- 
prises Financial Safety and Soundness Act. That Act created the 
Office of Federal Housing Enterprise Oversight — OFHEO— a per- 
manent oversight agency. 

We heard from OFHEO in our last heari^ on the oversight proc- 
ess and on the financial soundness of the GSE's. I look forwEird to 
the perspectives today from Fannie Mae's and Freddie Mac's lead- 
ership on sftfety and soundness issues. 

In order to protect and enhance the access to affordable mort- 
g£^s for moderate- and low-income working Americans, the Act 
also established Affordable Housing Goals for the two mortgage 
GSE's and empowered HUD to set these goals. Using this author- 
ity, HUD has recently issued three Affor<&ble Housing Goals — re- 
quiring the GSE's to purchase mortgages: One, from low- and mod- 
erate-income borrowers in specified percentages; two, covering 
housing in underserved areas; and three, covering very-low-income 
units and low-income units in low-income areas. 

Three years of effort went into the creation of the Rule. I am 
pleased that both Fannie Mae and Freddie Mac have either already 
met these goals or £u% in a position to meet them this year. In fact, 
both Ffumie Mae and Freddie Mac met or came close to meeting 
the 1996 goals, in 1995. 

This does raise the issue of whether or not the Affordable Hous- 
ing Goals are high enough and of whether we could do more to help 
workii^ families, minority families, inner-city and rural famiUes to 
realize the dream of homeownership. 

I look forward to hearing from Femnie Mae and Freddie Mac on 
this and the other important issues before us today. 

I would like to thank Mr. Lelsmd Brendsel, Chairman and Chief 
Executive Officer of Freddie Mac, and Mr. Frank Raines, Vice 
Chairman of Fannie Mae, for appearing at today's hearing. This 
bearing addresses concerns that are central to the American fam- 
ily: WUl they have the opportunity to buy a home? Will they be in- 
cluded in the American dream? 

That is why the safety and soundness of FEinnie Mae and Freddie 
Mac and their increasing role in the affordable housing market are 
so important, and that is why we are here today. 

I look forward to the testimony. Thank you very much, Mr. 
Chairman. 

Senator Faibcloth. Thank you. Senator Moseley-Braun. 

Since you and I are the ordy two here today, I assume there is 
no one else to make a statement. So we will begin by hearing from 
our witnesses. 
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Mr. Leland Brendsel is Chainnaii and CEO of Freddie Mac, and 
Mr. Franklin Raines is Vice Chairman of Fannie Mae. Let me as- 
sure both witnesses that their entire statement will be made part 
of the record, and Mr. Brendsel, we will hear from you first, if we 
may. 

OPENING STATEMENT OF L ELAN D C. BRENDSEL 

CHAIRHAN OF THE BOARD AND CHIEF EXECUTIVE OFFICER 

FEDERAL HOME LOAN MORTGAGE CORPORATION 

[FREDDIE HACl 

Mr. Brend^L. Good morning. Thank you, Mr. Chairman and 
Senator Moseley-Braun. It is a pleasure to oe here. 

As you said, I am Leland Brendsel, Chairman and Chief Execu- 
tive Officer of Freddie Mac. Let me also say that it's a pleasure to 
be here this morning with Frank Raines, from Fannie Mae. 

I certainly do want to tiiank you for this opportunity to discuss 
the vital role that Freddie Mac plays in financing housing for 
American feunilies, and our firm commitment to make the dream 
of decent, accessible housing a reality. 

I am going to summarize my testimony for the Subcommittee. I 
have submitted a written statement for uie record. I want to leave 
plenty of time to discuss the important issues that both of you have 
raised this momii^ in your opening statements. 

Senator Faircloth. Your entire statement will be put in the 
record. 

Mr. Brendsel. Thank you. 

Today, Amraicans do eqjoy the best housing finance system in 
the world. For the first time in our Nation's history, homebuyers 
can count on a reliable, low-cost source of mortg^e credit every- 
where and everydav. 

Congress succeeded in creating this strong and stable system for 
one reason — it chartered privatfiy-owned companies, Freddie Mac 
and Fannie Mae, to achieve a public purpose. 

Freddie Mac creates a secondary market primarily by buying 
mortgfwes from lenders and packaging the mortgages into securi- 
ties and seUing the securities to investors around the globe. Lend- 
ers use the proceeds to make new mortgages and in this way the 
secondary market consttmtly replenishes the pool of funds available 
for tending to homebuyers in local communities across the coun- 
tries. 

While Freddie Mac's efforts in the secondary market may not be 
seen by most Americans, the tremendous benefits that we provide 
are felt and realized by homeowners and renters every day. 

Freddie Mac and the secondary market nuike housing more af- 
fordable by lowering mortgage rates. A good estimate is that they 
lower mortgage rates on average by one-half of 1 percent, but in 
some communitieB it is much larger than that. While a h^ of 1 
percent doesn't sound like a lot, that means that American home- 
owners save about $1 billion in mortgage interest payments each 
year as a result of our efforts. 

Freddie Mac provides a reliable supply of mortgage credit in good 
times and in bad. And despite the extraordinary upheavals in the 
mortgage industry during the past decade, like the savings and 
loan cnsis in the late 1980*8, the credit crunch in the early 1990^8, 
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the refi boom in 1993 and 1994, the funds that Americans needed 
to buy a home were there. 

For 25 yefirs, Freddie Mac has made the dream of decent, acces- 
sible housing a reality for milUons of Americans. 

Freddie Mac was chartered in 1970 by Congress, and since that 
beginning we have purchased more than $1.2 trillion in residential 
mortgages. This means that we have financed homes for more than 
16 million American families since our beginning. Every year, we 
help Americans at all income levels, in all kinds of communities, 
in aU parts of the country. 

In 1995 alone, Freddie Mac purchased over $90 billion in single- 
family and multifamily mortgages, representing homes for one mil- 
Uon American families. And a substantial snare of these 1995 
mortgage purchases met the Afibrdable Housing Goals established 
by IhTD. They were good loans. They were sound loans. 

Freddie Mac financed housing for 375,000 low- and moderate-in- 
come families, 241,000 families living in central cities, and 137,000 
very-low-income families. 

To help us accompUE^ our mission, our Congressional Charter 
provides certain tools, as Senator Moseley-Braun has mentioned. 
Freddie Mac uses these tools to continuously maintain and improve 
the Nation's mortgage finance system. A number of Government 
studies have concluded that American homeowners £md renters are 
the ultimate beneficiaries of this. 

Because Freddie Mac is privately owned, we provide these bene- 
fits at no cost to the Government. There are no appropriated fiinds. 
There are no Federal loans. There are no explicit Government 
guarantees. And let me emphasize — there are no risk to taxpayers. 

Instead, Freddie Mac is one of the country's lat^est Federal in- 
come taxpayers. We have psiid more than $2 billion in Federal in- 
come taxes over the past 5 years. 

In October of 1992, Congress enacted the Federal Housing Enter- 
prise Financial Safety and Soundness Act. And on balance, the Act 
is good. The Act requires Freddie Mac to meet dynamic, state-of- 
the-art, risk-based capital standards. It's the kind of stress test 
that will provide Congress the assurance that we are safe and 
strong. This is the toughest capital standard in the financial serv- 
ices industry. 

The Act ^so establishes Affordable Housing Goals. Freddie Mac 
worked with HUD to develop these goals, including better ways to 
identify underserved areas. We will continue to work with the De- 
partment of Housing and Urban Development, Members of this 
Subcommittee, and others to ensure that these goals provide a 
meaningful measure of Freddie Mac's performance in meeting this 
important part of our pubUc purpose. 

We have built the best housing finance system in the world, but 
this is, let me emphasize, still a work in progress. 

The path to homeownership is too intimidating, costs too much, 
and at times is too subjective. Today, some borrowers who are not 
ready for the financial responsibility of homeownership, get loans 
which result in the tragedy of foreclosure. And others who are 
ready and deserve to achieve the American dream are turned away. 

Freddie Mac is pushing open the doors to homeownership by re- 
ducing costs, breaking down barriers, and reaching out to people in 
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their neighborhoods and communities. We are redudne costs by 
harnessing technology to make housing more aifordahle. Auto- 
mated underwriting offers tlie promise of reducing the cost of get- 
ting a loan, we think, by up to $1,000. These savings can be the 
key to the door for a first-time homebuyer, stretching to reach the 
American dream. 

We are breaking down barriers to homeownership by improving 
underwriting decisions. Freddie Mac is working to make tmoerwrit- 
ing fairer, more coonstent, and more acciurate. 

We need to make sure that Americans are getting all the mort- 
gage credit they deserve. And Freddie Mac is finding new ways to 
reach out to bring homeownership opportunities to families by 
working with local conununities. A recent exeimple is our new alli- 
ance with two national church-based organizations representing 12 
million Airic&n Americans. Through the chiu^es, we will provide 
counseling, education, and mortgage-lending services to potential 
homebuyers. 

I thiiut that Freddie Mac is truly a Congressional success story, 
as is Fannie Mae. We, however, will not rest on our substantial 
accomplishments. We will continue to make the world's best mort- 
gage finance system even better. And as we enter a new century, 
we continue to face the challenges to improve every aspect of this 
system. We want to make the mortgage finance system faster, fair- 
er, and take it farther than it has ever gone before. 

With that, I wiU be happy to answer any questions you may have 
when the time arises. 

Senator Faircloth. Thank you, Mr. Brendsel. 

Mr. Franklin Raines is ^ce Chairman of Fannie Mae, and we 
would be delighted to hear from you at this time. 

OPENING STATEMENT OF FRANKLIN D. RAINES 

VICECHAIRHAN 

FEDERAL NATIONAL MORTGAGE ASSOCIATION 

[FANNIE MAE] 

Mr. Raines. Thank you. 

Good morning, Mr. Chairman and Senator Moseley-Braun. My 
name is Frank Raines and I am Vice Chairman of Fannie Mae. 

Thank you for the ofmortunity of appearing before you today to 
provide an overview of Fannie Mae's mission and accomplishments 
since Congress adopted the Federal Housii^ Enterprises Financial 
Safety and Soundness Act of 1992. 

Fannie Mae is a private company owned entirely by its share- 
holders. Our 1.1 biUion shares of common stock and 7.5 million 
shares of preferred stock are widely held by individuals, commer- 
cial banks, mutual funds, and pcoision funds. In fact, depository in- 
stitutions purchased the vast nuuoritv of the 7.5 million new shares 
of preferred stock we issued in Martdi of this year. All of our stock 
is actively traded on the New York Stock £zchai^e. 

Fannie Mae uses the private^risk capital provided by its share- 
holders to help low-, moderate-, and middle-income families achieve 
homeownership. And Fannie Mae's presence in the housing market 
reduces mortgage rates by as much as one-half percentage point, 
saving American buyers billions of dollars each year. Today, more 
than 10 million American families live in homes that Fannie Mae 
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helped finance. That number continues to grow, as the company 
provides greater homeownership opportunities to families and cum- 
munities that have not been well served in the past. Last week, we 
celebrated the second Einniversary of the commitment our Chair- 
man and CEO, Jim Johnson, made to provide $1 trillion in targeted 
housii^ finance by the year 2000. Our commitment is designed to 
help low-, moderate-, and middle-income families, minorities, new 
immigrants, residents of central cities and rural communities, and 

Eople with special bousing needs. As a result of this effort, we 
ve provided $186 billion over the past 2 years to finance homes 
for 2.6 miUion families who are most in need. 

Let me review some of the highlights. 

In 1995, 12 percent of our singie-family business was in rural 
communities, up from 11 percent in 1994. And we expect our busi- 
ness in rural areas to continue to grow in the years £ihead. 

In the past 2 years, we have financed homes for 1 million resi- 
dents of central cities and 500,000 first-time homebuyers. 

We have provided $47 billion to fmiince homes for more than 
450,000 minority families. 

We exceeded the Affordable Housing Gioals Congress set for us 
in both 1994 and 1995. Last year, more than 46 percent of all the 
homes we financed were for low- and moderate-income families, 
and more than 30 percent were located in central cities. 

In the past 2 yesirs, we have conunitted over $255 million of fi- 
nancing and close to $40 million in equity investments to help 
more than 4,400 families with special housing needs. 

We have opened 20 new partnership offices to establish long- 
term working partnerslups with underserved conmiunities around 
the country, including offices in Charlotte, Chicago, Baltimore, and 
Boston. We will open five more by September of this year, and we 
have comprehensive investment plans totaUing $40 billion under- 
way in 16 cities. 

We have provided over the past 2 years $11.4 billion of the $50 
billion in affordable multifamily housing finance we pledged to de- 
liver by the year 2000. 

And we have expanded the Fannie Mae Foundation by making 
a contribution of $350 million in common stock to the Foundation 
to finance its philemthropic activities in housing and community de- 
velopment. As a result. Foundation giving will grow substantially. 

Fannie Mae carries out its important homeownership mission at 
no cost to the taxpayer. The company receives no Federal appro- 
priations, our debt is not guaranteed by anyone else, and all of our 
debt instruments are required by law to state plainly that they Eire 
not backed by the full faith and credit of the Federal Government. 
In fact, the company is one of the Nation's largest corporate tax- 
payers, having psiid over $4 billion in Federal income taxes in the 
past 5 yefirs. 

In addition to being one of the Nation's top taxpayers, Fannie 
Mae is one of the Nation's largest and most effective private cor- 
porations. Since 1985, Fannie Mae has been rated by Forbes Maga- 
zine as the Nation's most productive financial services company, 
and is number two on Fortune Magazine's list of the most admired 
diversified financial institutions. As of the end of 1995, Fannie Mae 
is the largest corporation in America, measured by assets, and the 
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top supplier of residential mortgage credit in every one of the 50 
States. In addition, we are also one o( the Nation s most efficient 
private corporations. Fewer than 3,300 employees manage more 
than $775 billion in mortgage loans in our portfolio or covered by 
our guarantee. 

As Fannie Mae's strength has grown, the company's mana^ment 
has worked to ensure that the company is effectively capitahzed for 
the risks it faces. Since 1990, the company has more than doubled 
its capital reserve. And today, Fannie Mae has over $11 billion in 
equity capital. Our financial safety and soundness regulator, the 
Office of Federal Housing Enterprise Oversight— or OFHEO— has 
certified in every quarter since June 1993 that Fannie Mae meets 
the minimum capital standards set up pursuant to the 1992 Act. 

As you noted, Mr. Chairman, OFHEO is currently working on de- 
velopii^ a risk-based capital standard that we also must meet. 
This stfuidard is based on a stress test that measures our perform- 
ance during extreme interest rate changes and severe nationwide 
credit losses that last a decade. This approach is consistent with 
how Fannie Mae has assessed risk for many years. 

We believe when OFHEO comes out with a regulation, they 
should find that Fannie Mae has enough capital on hand to survive 
this stress test and still have capital remaining. No other type of 
financial institution is subject to a standard that capttures ri^ bet- 
ter or more dynamically than the risk-based standard mandated in 
our charter. 

Fannie Mae uses a variety of techniques to manE^e the credit 
and interest rate risk posed by our mortgage portfolio. These in- 
clude: The use of imderwriting standards that have proven to be 
very reliable predictors of creditworthiness; a nationally diversified 
portfolio that iosulates us from the risk of regional downturns; 
risk-sharing on high loan-to-value loans with mortgage insurers; a 
focus on low-, moderate-, and middle-income markets that typically 
experience the most stable home prices — the avertige size of the 
loans that we own or guarantee is $77,000; a loss mitigation pro- 
gram that works with families to cure delinquencies and avoid fore- 
dosure; and the use of calliible t, which gives us the fiexibility 
to match our debt to our assets w a interest rates rise or fall. 

These risk-management techniq s, along with our capital re- 
serve, ensure that 1 mie \ ectively capitalized to handle 
the most severe stress n i umie Mae will never impose a 
cost on the American ■ yer, lich is exactly what Congress in- 
tended to ensu 1 lb 9sed t ■■ 1992 Act. 

In fact, one oi our i pnorii . is to reduce the otsts American 
families face when t to buy me. One of my major respon- 

sibilities at Fan n ie ae to «: ; our new technology develop- 
ment efforts. We V it to w i gy to save time and money 
in the m 4 approi ms. 1 le mor^;age finance S3ntein 

h been 1 luuv behina c curve in the tedonological revolution, 
[t is r V cbangi 

' II loan jination and imderwriting technolc^es 

CO iprove oorrower's loan application in a matter 

I 1< 1 in just a few days. When fully im[Je- 

Mir snolc^riea will cut the out-of-pocket costs 

by $1,000. And when applied to all the 
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home mortgEiges originated each year, these savings amount to $7 
to $8 billion per ye£U' of a downpayment assistance program, the 
benefits of which flow directly to homebuyers. 

We're using technology to help lenders provide better service to 
areas of the country who have not had full access to the mortgage 
finance system in the past. We're helping small lenders succeed in 
a very competitive meirketplara, by givii^ them the tools they need 
to provide the same service as large lenders. 

Let me tell you about some of our technology products. 

Desktop Home Counselor is a sophisticated software tool that 
provides personal and financial information, including credit and 
affordability analyses, to potential homebuyers to help them iden- 
tify the steps that they need to Uike to purchase a home. Fsmnie 
Mae provides Dedttop Home Counselor free of charge to nonprofit 
groups that provide homebuyer education programs. 

Desktop Originator offers lenders and originators a set of time- 
saving tools to help them process mortgage loans. They can use 
Desktop Originator to access product and pricing information, take 
applications, conduct comprehensive borrower affordability analy- 
ses, lock in mortgage rates, and commimicate electronically. 

Desktop Underwriter is an automated underwriting system that 
allows lenders to underwrite loans faster, easier, and more accu- 
rately than ever before. Problem-free loans can be routinely proc- 
essed on-line in a matter of minutes. And as a result, underwriters 
can spend time working on more difficult applications. 

Fannie Maps is a software mapping product that helps our af- 
fordable housii^ partners implement community lending programs 
and identify untapped markets. 

We can use Fannie Maps to access precise income, demographic 
and housing stock data for evetv metropolitan area in the countiy. 

And Mr. Chairman, I might also note that beginning next montn, 
well be expanding Fannie Maps to include non-metropolitan and 
rural areas as well. For example, in Raleigh, North Carolina, or 
Chicago, Illinois, Fannie Maps can target underserved areas at the 
MSA, Central City, or zip code level. The map on the screen now 
shows a neighborhood in Raleigh in the 27601 zip code. 

We would be delighted to demonstrate any of these applications 
to the Members of the Subcommittee or the staff aUsr the hearing 
or during the question period. 

I have outlined just a few examples of what Fannie Mae is doing 
to fulfill the mission Congress gave us to help make the American 
dream of homeownership come true for workmg families of modest 



The 1992 Act drafted by this Subcommittee reaffirmed the im- 
portance of our mission and the essential value of our franchise. It 
recognized that American homebuyers, particularly first-time buy- 
ers, are the beneficiaries of the carefiif balance of obligation, re- 
strictions, and benefits that defines Fannie Mae's unique role in 
the housing finance system. 

What tiuit mesms is the system Congress designed is working. 
Fannie Mae, which for nearly 30 years has been a model of success- 
ful privatization, is efficiently emd efiectively delivering substantial 
benefits to low- and moderate-income homebuyers that Congress 
intends to help at absolutely no cost to the taxpayer. 
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Now, some have suggested that it's time to change or restructure 
Fannie Mae's special role and responsibility in Uie marketplace. 
And we're always willing to consider any idea that will improve the 
housing finance system for families seeking to buy homes. But be- 
fore we abandon the current system in favor of something new, I 
believe we must first ask those advocating change the following 
questions: Does a new system reduce costs for homebuyers the way 
^at Fannie Mae does? Does it do more to help low- and moderate- 
income famihes buy homes than Fannie Mae does? Does it elimi- 
nate the risk to taxpayers the way Fannie Mae does? And does it 
produce more tax revenue for the Treasury than Fannie Mae does? 

The current system of delivering benefits to millions of low-, 
moderate-, luid middle-income homebuyers, the system that Fannie 
Mae leads, does bH these things and more. Ffinnie Mae lowers in- 
terest rates for homebuyers. It makes housing finemce available in 
all markets, under all economic conditions. It provides billions of 
dollars each year to finance homeownership and Eiffordable housing 
for low-, moderate-, and middle-income families. It also invests in 
technologies to reduce t^ cost of getting a mortgage for every 
Iwmebuyer. It is a constant source of innovation and outreach for 
the entire housing Snance industry. It poses no cost or risk to the 
taxpayer. And adds billions to the Federal Treasury in Federal in- 
come tax payments. 

We believe this system maximizes homeownership opportunities 
in the United States, especially for first-time homebuyers Euid low- 
and moderate-income families. Fannie Mae is proud to lead tJiis 
system and to carry out the homeownership mission that Congress 
Has given us. 

And I look forward to answering any questions that the Commit- 
tee might have. 

Thank you. 

Senator Faircloth. Thank you, Mr. Raines. 

Certainly, it is an enlightening and happy experience to be here 
this morning and hear of two Government successes, and as great 
a success that has meant this much to this many people, particu- 
larly in view of the many, many failures that we have seen in the 
Federal Government. 

Number one, let me ask sometliing that I'm sure I should know, 
but I don't. Exactly what does Fannie Mae — how did you arrive at 
that? Did somebody before you arrive at that as an acronym? 

[Laughter.] 

Mr. Raines. Well, Mr. Chairman, we actually prefer the acronym 
to the official name. 

Senator Faircloth. What is the official name? 

Mr. Raines. Federal National Mortg£ige Association. We were 
created in 1938 to be the buyer for what was then the brand new 
idea of a 30-year self-amortizing mortgage that the FHA was going 
to be insuring and no one knew if anybody would buy them. The 
Government did the prudent thing and created a buyer for them. 

But the initials, FNMA, on Wall Street got shortened to Fannie 
Mae. As they talked to each other as they're trading, that then be- 
came the name throughout the industry. And again, as I say, ifs 
the preferred name as far as we're concerned. 



Digmzcd by Google 



Senator Faircloth. I never had really understood, I mean, I 
knew what it was, but I didn't know how it was arrived at. 

Mr. Brendsel, F^«ddie Mac— what is it? 

[Laughter.] 

Mr. Brendsel. We were chartered, as I mentioned, in 1970 by 
Congress. By that time, of course, Fannie Mae had been estab- 
lished with that acronym. The founders of the Federal Home Loan 
Mortgage Corporation felt that since we were chartered really for 
a similar purpose, although, at that time, to make a secondary 
market in conventional mortgage, it would be appropriate and de- 
sirable to also have an acronym. And so, in the oack room of tlw 
founders' offices, they came up with the name, or acronym, of 
Freddie Mac. I am not quite certain how they came up with that, 
but it was about the time we were chartered. 

Senator Faircloth. Yours was just dreamed up. 

Mr. Brendsel. Yes. 

[Laughter.] 

Senator Faircloth. All right. The first question I have, and it 
is for both witnesses and I would like for you both to answer. Is 
there anything on the horizon — economic, housing, or demf^raphic 
trends — that pose a threat to the viability of your respective com- 
panies that Congress needs to be aware o^ 

111 start with you, Mr. Brendsel. 

Mr. Brendsel. No. 

Senator Faircloth. I think this is very important because if 
Uiere is a problem, we need to know about it early. 

Mr. Brendsel. Right. No, Mr. Chairman, I do not believe so. We 
are in the business of buying conventional residential mortgages. 
Our ability to do this depends on our ability to finance ourselves 
in the capital markets worldwide and to establish the appropriate 
policies. But I am comfortable that we are in a sound position to 
do that and there is nothing on the horizon that I can see that real- 
ly would threaten in any way our safety and soundness or viabiUty. 

Senator Faircloth. Mr. Raines. 

Mr. Raines. 1 think Fannie Mae beUeves that the opportunities 
for homeownership in the single-family and multifamily businesses 
are outstanding and going forward. The trends are very good. We're 
very optimistic that we'll be able to move up the homeownership 
rate in this country that has declined in the last decade. We believe 
the conditions for multifamily housing are favorable. 

So from an economic standpoint, I think the conditions are good 
and I don't see anything on me horizon that will pose a danger to 
the safety and soundness of Fannie Mae. I must say that, from our 
standpoint, the greatest risk factor that we see has more to do with 
regulation than it has to do with the environment that we work in. 

Senator FAIRCLOTH. What do you mean by regulation? 

Mr. Raines. Over a period of years, we have established a wide 
range of pfutnerships with our customers, with community groups, 
with mayors, with everyone who we work with on housing. 

The one thing I think that coiild disrupt that would be if our reg- 
ulatory regime were to change into one that was tndng to micro- 
manage the companies, trying to tell us which products we coxild 
introduce and when we could introduce then, that got too far into 
allocating credit. 
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So that there is a concern with any regulated company that if the 
regulators cease to focus on the goals and on safety and soundness 
and attempt to run the company, then that could be a concern. But 
I would say that, so far, our relationship with our regulators has 
been very good and they have been very responsive to our concerns 
about interfering in our ability to perform our mission. 

Senator Faircloth. Thank you. 

Mr. Brendsel, HUD increased the Affordable Housing Goal from 
30 to 40 percent this year, and to 42 percent in the year eifter. This 
is a one-third increase in the goal and Freddie Mac did not meet 
the goal in 1995. Do you think the steep increase in the goal will 
impair the safety and soundness of Freddie Mac? Is this increase 
more than you can do and still assure SEtfety and soundness, which 
is the primary thing which it's all based on? 

Mr. Brendsel. I do not believe the increase in the goal will im- 
pair the safety and soundness of Freddie Mac, Mr. Chairman. 

First, as you mentioned, in 1996, the goal for low- and moderate- 
purchasers of Freddie Mac is 40 percent. In 1995, our purchases 
were 39 percent. And so, we obviously came very close. But beyond 
that, it's also, I think, important to emphasize that the regulation 
and the legislation passed in 1992 contemplates and provides that 
all of our purchases of loans should be sound loans and they should 
be profitable loans for the company. 

It's our efTorts and our outreach to attempt to expand our reach 
into the communities to find more good loans that haven't been 
made in the past that will, hopefully, enable us to reach the goal 
that HUD has set for us. 

I might add, though, that I think in looking at the process for 
establishing the Affordable Housing Goals, there is some room for 
improvement in the process. To develop reasonable Affordable 
Housing Goals, the way they're established now, HUD'S approach 
must be to have a good crystal ball to forecast what the market is 
going to be like. In some sense, they must have the ability to have 
a vote at ^e Fed, since interest rates determine a lot of what gets 
originated in the market. 

So, for example, if housing becomes more affordable because in- 
terest rates fall, it is harder to meet the goal because at the same 
time there is a lai^e volume of refinances that influence the share 
of low- and moderate-income loans available in the market. But 
that's dealing more with the process. 

It is appropriate and important that Congress really have the 
ability to measure how well Freddie Mac is performing and meet- 
ing its public purpose. We certainly look forward to working witti 
Congress and with the Department of Housing and Urban Develop- 
ment to make certain you have the appropriate ways to do that. 

Senator Faircloth. a HUD has a crystal ball, it is tile most un- 
used piece of equipment in Federal Government. 

Senator Kerry has joined us. If I may, before we go to Senator 
Moseley-Braim, let me ask Senator Kerry if he has an i^>eiiing 
statement he would like to make. 

OPENING STATEMENT OF SENATOR JOHN F. KKtRT 

Senator KERRY. Well, Mr. Chairman, thank you very much. FU 
be very, very brief. 
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First of all, I apologize for my delay in getting here. I also want 
to apologize that I will not have a lot of time to spend here today 
because there are two other hearings going on in Committees on 
which I serve. It's a little crazy. 

Senator Faircloth. Not an unusu£il day. 

Senator KERRY. Not unusual. I would Uke to say that I think it's 
important for us to take a look at the structure that we put into 
place, the Federal Housiim Enterprise Safety and Soundness Act, 
to determine just how well it's working. I think the judgment of 
most is that the structure in that Act is working pretty well. 

I appreciate the job particularly that Fannie Mae has done in ex- 
ceeding the Affordable Housing Goals. Fannie Mae has hit 46 per- 
cent in 1995, while the goal for 1996 is 40 percent. Obviously, we 
would like to see Freddie Mac achieve the same performance. 
Hopefully, we will have the opportunity to quiz Mr. Brendsel today 
on why Freddie Mac is not performing as well as Fannie Mae. 

There is a legitimate question to be asked: How should we meas- 
ure the overall commitment to low- and moderate-Income housing 
against the profitability of both institutions. 

While we all celebrate the successes of the Government-Spon- 
sored Enterprises — and the GSE's have been extraordinarily suc- 
cessful, examples of Government intervention that has enormous 
positive benefits to the population — the level of GSE's profitability 
also raises the question whether those gofds might not now be in- 
creased. We might be able to do more. 

Mr. Chairman, I thank you for having this hesuing. 

Senator FAIRCLOTH. Thank you. Senator Kerry. 

Now we will move to Senator Moseley-Braun for questions. 

Senator Moseley-Braun. Thank you very much, Mr. Chairman. 

At the outset, I want to associate myself with Senator Kerry's 
opening remarks. These institutions have been success stories. I 
was delighted to meet with Mr. Brendsel yesterday at some length 
to discuss Freddie Mac's activities, £uid to learn more about their 
achievements. 

Before I get to the specific questions, I wsmt to explore the whole 
notion of the GSE's mission because, obviously, in terms of how 
these agencies function, how their mission is perceived at the out- 
set is of vital importance. 

In that regard, I would like to address my friend, Frank Raines. 
I knew Frfuik before I came to the Senate. I was really kind of con- 
cerned that in a couple of instances in your testimony, you referred 
to Fannie Mae as a private corporation, and certainly, that is how 
it is perceived in the m£irket and traded on the stock exchange. 

At the same time, Fannie Mae is a private corporation in a part- 
nership with the Government. I think it's important that we not 
lose sight of this partnership aspect because this is an instfmce 
where the Federal Govemment--which is made into the poster 
child of everything that's wrong in America by some — has created 
a very successful partnership with the private sector. 

If anything, when listening to the testimony referring to Fannie 
Mae as a private corporation over and over again, it sounds like 
the successfiil businessman who has a wife at home who keeps the 
home £md makes sure that his socks are matched and his suit is 
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pressed. When he goes off to the job, he takes all the credit for 
bein^ able to perform. 

I think that the partner's contributions, and the partner's goals 
and the reasons for the partner's involvement are very important 
In this case, the public partner has provided private-sector benefita 
by virtue of a Treasury line of credit, tax exemptions, and freedom 
from filing fees. 

I would like for a moment, Mr. Raines and Mr. Brendsel, for you 
to talk about that aspect of tiie partnership. 

Mr. Raines. If I could begin, I would be happy to. And I couldnt 
agree more with you. 

Throughout Fannie Mae, we hire people, find any time we talk 
to our own people internally and externally, we £ilways emphasize 
that Fannie Mae is a private company with a public purpose. 

We were created by Congress. We weren't created by sharehold- 
ers who decided this was a good idea. Congress created us. And ul- 
timately, the Federsil Government made us a private company, as 
opposed to a Government agency, because Congress believed that 
we would be more effective with our public purpose, not because 
Congress was trying to pursue a private purpose. 

We are quite proud of that public purpose. It's something that 
animates our entire company. When we talk about being success- 
ful, we talk about being successful in meeting our housing purpose. 
And that's why we set goals like a trillion-dollar commi^ent. Not 
because it's a good advertising slogan, but because it embodies 
what our resil purpose is. 

Our purpose is to expand the availability of homeownership to 
low-, moderate-, and middle-income people. That's what we're 
about £uid that's how we measure ourselves internally. 

The importance of the private side is that I think this is an in- 
stfmce and again, I believe this is something that Congress can 
take credit for, is that Congress has chosen a vehicle whidi it gives 
the best of all worlds. It uses a mechanism that has all the tools 
available to a private company to pursue this public purpose. So, 
having those tools has been instrumental in our success. And in- 
deed, our profitabihty is an instrumental part of that as well. 

Seventy cents of every dollar of profit that we make is poured 
back into the company to support more mortgages. So tmt the 
profits are not something that go off into the ozone somewhere. 
They are retained in the company and reinvested to enable us to 
do more in meeting our public purpose. 

I totally identify with your characterization. One of the reasons 
that we always mention our origins is so that people don't forget 
that. We are not a diversified financial company. We are a private 
company with a public mission of helping homeownership. And we 
don't seek any expsmsion beyond that mission. That's what we're 
dedicated to and something we're quite proud of 

Mr. Brendsel. Senator, let me respond as well. 

As I said earlier in my opening remarks, we are a privately- 
owned company with a public purpose, in our case, established in 
1970, chartered by Congress in 1970. 

We would not exist were it not for the need to facilitate the avail- 
ability of residential mortgfige money, so that people can buy th^ 
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homes. I tiiink Congress showed great wisdom in structuring us in 
this way. 

I woi^d also emphasize, in creating two companies really in the 
same business because it is the competitive forces between the two 
companies that result in many of tnese benefits ultimately being 
realized by homebuyers. 

The private structure of Freddie Mac is advantageous in two im- 
porteint ways to the public. First, we have the freedom to operate, 
the flexibility, the freedom to innovate. We are not dependent on 
budgetary dollars to do so, as if we were a Government agency. 
That, on a daily basis, means a lot for the types of innovations we 
can bring to the market and how we can respond to increases in 
mortgage demand. Second, the profitability of the company is good. 
The returns are compsu^le to the returns of the top-managed fi- 
nancifd institutions in the country and I think that's appropriate. 
We are well managed. We are successful. 

But most of that money that we make, in fact, is plowed back 
into the company and plowed back into the mortgage loans that we 
purchase. For example, in 1995, we retained over $700 million of 
the billion dollars in income of the company. That $700 million was 
leveraged into about $90 billion of mortage purchases. 

Senator Moseley-Braun. Well, certainly your stock prices do not 
suggest that anyone has a concern that the Affordable Housing 
Goals and the required investment in low- and moderate-income 
housing has in any way impaired the safety and soundness of the 
investment. 

Looking at the numbers, in 1991, Fannie Mae's stock was trading 
at $34 and Freddie Mac at $49. In 1996, Fannie Mae is $125 and 
Freddie Mac is at $83, after a split, which is pretty phenomenal. 
Right? Did you have a split in 1992? 

Mr. Raines. No. After the split, we're not quite — those numbers 
I think are correct on a presplit basis. 

Senator Moseley-Braun. OK. These numbers are presented on 
a presplit basis. Well, the performance of the stock is still not too 
shabby- 
Mr. Raines. Still, it's very good. 

Senator Moseley-Braun. Mr. Chairman the red light is on. 

Senator Faircloth. Is Senator Kerry comii^ back? He is not? All 
right. 

Senator Moseley-Braun. May I take my next round now? Is 
that all r^ht with you? 

Senator Faircloth. It's all right with me. You want to go ahead 
and do two for one? 

Senator Moseley-Braun. I would. Thank you. 

Senator Faircloth. All right. Go right ahead. 

Senator Moseley-Braun. Your performance has been good on 
the private side. But, looking at the public side of the Charter, 
that's where the concerns come in. Again, both agencies reached or 
exceeded HUD's Affordable Housing Low- and Moderate-Income 
Goals for 1995. That's the good news. The question is whether or 
not you have exceeded the private-sector performance with regard 
to tms particular part of the portfolio. 

It is my understanding that you do closely mirror what the pri- 
vate sector is doing. Given all the benefits you have on the public 
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side, should you not be leading the way in terms of low- and mod- 
erate-income housing and central cities, as opposed to following 
where the private sector is? 

Mr. Raines. Senator, if I may respond to that. 

Fannie Mae, as you know, doesn't originate any mortgages. 

Senator Moseley-Braun. Yes, of course. 

Mr. Raines. So all the mortgages that we acquire have to come 
from someone. 

Senator Moseley-Braun. Right. 

Mr. Raines. We acquire our mortgages from savings and loans, 
from mortgage bankers, from a variety of housing finEtnce agencies, 
and others. 

We have been a leader within the industry in expanding the op- 
portunities for low- and moderate-income fEUnilies to obtain hous- 
ing. Our products, peirticularly our community homebuyer product, 
is the signature product for anordable housing in the coimtry. 

Indeed, if you look at the Einnouncements oy a number of regu- 
lated institutions as to how they're going to meet their CRA re- 
quirements, you will see that in fact they are offering our product 
as their aJFfordable housing product which they intend to seU to us. 

We have been a very strong leader in expanding the availability 
of mortgages to low- and moderate-income families, as well as 
pushing the envelope in individual communities where we have 
special rules that are based for that community, that are tied to 
mat community. 

In the city of Chicago, we have a housing investment plan that 
we have announced there that is a specifdized program. House Chi- 
cago, focused on the particular needs of Chicago, and we have now 
done that in 20 different communities around the country, to take 
^ese broad products and make them even more specific. 

And we keep experimenting on the edges of what has been done 
in the past. We now have a 3 percent downpayment mortgage, 
known as the Fannie 97. It's the only 97 percent conventional 
mortgage purchased in the secondiiry market, that we have 
launched, or are having success in rolling out. 

We have been a leader in affordable housing across the range 
and have worked with thousands of partners, public and private, 
providing that leadership, and we would hold our record, whether 
it's lending in centreil cities, low moderate, special affordable, mi- 
nority lending, rural lending, against anyone. We are the largest 
lender for residential housing in every State. 

Senator Moseley-Braun. Mr. Raines, you are just making it 
harder for Mr. Brendsel to answer my question. 

[Laughter.] 

You make it hard because you have a 46 percent rate and he has 
only a 39 percent rate. 

So, I want to ask the question, then, of yoiir colleague/competitor: 
Mr. Brendsel, it is the same question wiUi regard to the GSE's re- 
sponsibility to lead the way. 

Mr. Brendsel. Certainly, Senator Moseley-Braim. And I would 
figree with you that we should lead and we do lead in many ways. 

We lead in the development, I think, of new ways to underwrite 
mortgages, development of new ways to finance mortgages world- 
wide in the worldwide capital markets, and ultimately, develop- 
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ment of new types of mortage-purchase programs that will reach 
people, Americans in communities. 

If you want to compare, our low-moderate numbers are 39 per- 
cent to their 46 percent. In fact, probably a big part of that is due 
to our multifamily program, whit^ we have been in the process of 
redeveloping, redesigning, so that it can be a leader in the mort- 
gage mzirket in providing money for rental housing. And I would 
like to emphasize that over the course of the last 2 years, our mul- 
tifamily program has been the faatest growing program in provid- 
ing money for rental housing in the Nation. 

Senator Moseley-Braun. Thank ypu. 

Now, I would like to ask a c^esticm that I raised last time we 
met with HUD and with OFIffiO. The question had to do with 
automated underwriting and the use of credit scoring, and I raised 
that with you again yesterday, Mr. Brendsel. I think it would be 
nice if you would, in your response, share what you shared with 
me yesterday in terms of your efforts. 

To both of you, I want to raise a more general question first, and 
then a more specific question. 

There was an article in ihe New York Times Magazine last week 
that said the computer is eating our jobs. I don't know if you saw 
the article. It talked about the fact that all of the computerization 
gEuns, the productivity gains, £ind technology gains that we have 
achieved have had a cost fissodated with them. 

My question with regard to automated underwriting has to do 
with what those costs may be. What do you see those costs as 
being, both in terms of the loss of SexibiUty for lending activity — 
with regard to the potential for exacerbating discrimination — and 
frankly, I can't think of a better word — but exacerbating discrimi- 
nation with respect to employment. And finally, with regard to our 
efforts as a national community in behalf of fair housing. 

I saw your presentation on the video screen there, Mr. Raines. 
Can you pull out HMDA data from your computer systems? If not, 
why not? 

Again, what are the costs associated with automation? You've Ed- 
ready told us it'& a savings of $1,000 on every mortgage. That's 
wonderful. But there is no free lunch. What's the cost associated 
with that? Has there been a downsizing associated with that? Are 
you tracking whether or not there is a loss of flexibility in lending 
and an exacerbation of discriminatory tendencies in the market? 

Mr. Raines. Let me give you an answer, both with regard to 
Fannie Mae itself smd our customers. 

We have over the past 5 years invested an enormous amount in 
technology within Fannie Mae. We are very dependent on tech- 
nology. During that same time, our employment has increased. And 
we have continued to be the most eCBdent corporation in America 
in terms of use of our people and our assets. 

What we have done witii the technolt^y is provide better service, 
which then has allowed us to build up our housing impact division, 
which is solely focused on low- and moderate-income people, while 
maintaining our effideucy as a company. So, in that case, tech- 
nology has permitted us to do more within our mission, and we are 
trying to do the same thing with our lenders. 
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That's why I emphasized in talking about our technology, we 
want to use our automated underwhtmg system to approve loans 
faster so that the human underwriters can then spend more time 
working on the harder loans where machines simply can't make 
those judgments. 

So we look at the use of things like credit-scoring and automated 
underwriting as how do we get to yes? If we can't get to yes with 
the machine, we then go to a human. Ceui they get to yes? If they 
can't get to yes, we have other programs — ^for example, our Home- 
path Initiative — which then works with people, well, then, what do 
they need to do in order to be qualified? 

We don't believe in no in the process. We think we have to give 
one variation of yes to everyone, and we need to provide the sup- 
port that makes that real, ^d tools like Desktop Home Counselor, 
which helps nonprofits work with families to become qualified, are 
part of that. 

We don't believe in having hard and fast cut-offs. We don't use 
credit scoring and say, at l&s level alone is good and one point 
below it, that's a bad loan, because we don't think that you can 
take the Hfe of a family and put that in one number. And that's 
why, in our technology, we always have a mix of use of numbers, 
of looking at offsetting factors, and the technology never turns 
down a loan. It takes a numan being to turn down a loan. 

The last one I would mention, when you mentioned HMDA data 
£md Fannie Maps, one of the things — we have nothing to do di- 
rectly with HMDA and HMDA regulation. However, what we have 
found with these maps is that many depository institutions are 
using them now to target their own efforts. And it answers again 
one of the questions — well, we can't do this because we don't know 
this or we don't know that. 

We have given them a tool now that hiis helped them be able to 
target. With Fannie Maps, you can identify where a low-income 
community is, where a minority community is, what's the overlap 
between them, and they can then position that against their own 
marketing efforts, and it's a tool that we give for free to nonprofits 
and it's very inexpensive, virtually free, for lenders. 

So they can do all of those things with that and we are putting 
out new versions of it all the time as they ask us, can you do this 
and can you do that, with the technology. 

These are tools, in our view, to help us get to yes for more peo- 
ple. The current paper process is a process that I believe is fraught 
with opportunities for unfairness, unevenness of application, and 
for discrimination. 

Indeed, the Boston Fed study said that minority potential bor- 
rowers were not given the same effort and were not given the same 
access to the flexibilities of the secondary market as non-minority 
borrowers. But one of the things that our technology — one of the 
bents of our technology is it doesn't know whether or not an appli- 
cant is black or white or Asian or Hispanic. It gives equal opportu- 
nities to everyone. And that, we hope, will be a signincant benefit 
from our very Isu^e investment. 

Mr. Brendsel. Thank you. Senator. 

Let me focus my remarks, in answering your question, on one 
particular aspect of the question that I know is of concern to you. 
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and that is the use of mechanistic rules or credit scoiing Euid how 
that could impact borrowers, although I understand that your ques- 
tion went beyond that in terms of loss of flexihility and other ways, 
although I would frankly agree with most of what Frank Raines 
has already said. 

If automated underwriting, if credit scoring is done in the wrong 
way, it will have n^ative impacts. There mil be costs. There are 
a variety of automated underwriting systems out there developed 
by lenders, developed by mortgage inBurers. Fannie Mae has their 
own. We have our own. Dependi^ upon how that is developed, de- 
pending upon how that is used, it onild be used to m^jor benefit 
to people or it could have costs, net costs to people. 

We nave done a lot of research and development on automated 
underwriting systems. I think we have been the leader in this — we 
started on it back in the late 1980*s in some early versions. 

We have compared automated underwriting systems and our own 
system that we have developed to Uie performance of human im- 
(terwriters. We have looked at how well it predicts people's abiUty 
to repay loans and bring new people into the system. And I am 
very encouraged by its ability to do that, particularly when com- 
bined in co^unction with human underwriters that would look at 
the more dlmcult loans that, frankly, a scoring system or an auto- 
mated underwriting system cannot wsl with today. 

Let me illustrate the benefits that we have already concluded are 
possible. 

We know that tiiere are a lot of borrowers today that either get 
rejected flat out or they are forced to turn to another mortgage 
lender, a sub-prime lender, as we mi^t call it, that offers a B or 
C quality loan, carrying a much hi^ier rate. 

We have looked at many of those loans that have been made by 
some lenders and concluded that with the appropriate technology, 
with the appropriate automated underwritii^ s^tem used to un- 
derwrite those loans, that 40 parent, upward of even 50 percent 
of those loans in fact could have been purchased by Freddie Mac 
through our automated underwriting system. 

Now that is significant, very significant. Particularly when you 
consider that the average interest rate on those B and C quality 
loans was probably about 2V3 percent higher on the loans Uian if 
they had been sold to us. That means that if you're talking about 
a $75,000 loan, there's a difference in a montmy payment of $135. 
That makes a lot of difference to people. 

And so, I am very encouraged by our ability to bring new people 
into the system v/iih the appropriate use of technolc^y like we are 
bringing to the market. 

Senator Moseley-Braun. Mr. Chairman, I would like to ask if 
it is possible for us to request that these two agencies report back 
to us reg2irding the experience the GSE*s have had so far with 
automated imderwriting £uid credit scoring, especially with respect 
to the issues that we nused this afternoon. Could we do that? 

Mr. Raines. Yes. 

Mr. Brendsel. Yes, we would be happy to. 

Senator Faircloth. I would be delighted to ask that. 

Senator Moseley-Braun. Thank you very much. 

Senator Faircloth. Thank you. 
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Mr. Raines, what is the minimum capital for Fannie Mae? 

Mr. Raines. We are required to have for assets on our balance 
sheet 2.5 percent in equity capital behind every dollar on our bal- 
an<» sheet. 

Senator Faircloth. Do you exceed the standards now? 

Mr. Raines. Yes, we do, substantisilly. 

Senator Faibcloth. Woiild Fannie Mae have doubled their cap- 
ital in the last 5 years if it had not been for the law that Congress 
passed? 

Mr. Raines. I believe we would have doubled our capital. We had 
been increasing our capital at a very rapid rate. We had internally 
been mansiging our capitfil according to standards that are similar 
to the ones that were ultimately included in the Act. And so, the 
actual impact for us has been more an identification that oiir inter- 
nal standards were, in fact, the appropriate standards, and the Act, 
I think, did that. 

Senator Faircloth. Mr. Raines, although it's not certain what 
it's going to be yet, but you «rtainly have some good ideas — do you 
think that Fannie Mae has enough capital now to meet the so- 
called "stress test" that OFHEO will hopefully be developing soon? 

Mr. Raines. I believe that the stress test, £is developed, should 
turn out in the way that we currently have sufficient capital to 
meet that test and more. 

We run internally our own version of that stress test and have 
for the l£ist 5 to 7 years. We have been exceeding that throughout 
a variety of interest rate scenarios over the last couple of years, 
where rates have gone up and rates have gone down, and the struc- 
ture of our balance sheet has changed. Ajid throi^h all those sce- 
narios, we have exceeded the kind of stress test that OFHEO was 
trying to develop. 

Senator Faircloth. Mr. Brendsel, do you think it's something we 
need to develop, a capital standard for your company? And should 
the company have the same standard as commercial banks? 

Mr. Brendsel. I think that a capital stsmdard that relates the 
capital to the risk of the company ia the right type of capital stand- 
ard, Etnd I think the one that was adopted in the legislation of 1992 
was absolutely the right approach to take. It is the most dynamic 
capital standard. Whenever the risks of the company increase, par- 
ticularly interest-rate risks or credit risks, it requires automatically 
that the capital of the company would be increased. 

There is no other capital standard for banks or for thrifts that 
are as dynamic as that for Freddie Mac and Fannie Mae. I am con- 
fident that Freddie Mac will meet those capital standards, risk- 
based capital standards, once they are finally adopted. We cur- 
rently, of course, meet in addition the minimum capital standards 
of OFHEO. 

Senator FAIRCLOTH. What are the capital standards between 
Freddie Mac and Fannie Mae now? Are they about the same per- 
centage? 

Mr. Brendsel. The minimum capital requirements are the same. 

Senator FAIRCLOTH. They are the same? 

Mr. Brendsel. Yes. 
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Senator Paircloth. OK. How would the capital requirements or 
reserves or whatever, for Fannie Mae and Freddie Mac compare 
with the FDIC bank capital requirements? 

Mr. Brendsel. It's difficult to make comparisons because they 
really are very different. 

But take the case of the minimum capital standard, for example. 
We have a requirement of 2V'3 percent on balance sheet assets and 
a half percent for off balance sheet assets. There is no comparable 
kind of capital requirement for banks and thrifts. They have a cap- 
ital requirement only on the assets that are on the balance sheet. 

Senator Faircloth. So you can't really make 

Mr. Brendsel. You can't really make that comparison. 

With regard to the risk-based capital requirements, again, ours 
are far more sophisticated than those that are apphed to banks and 
thrifts, in part because these were developed and applied for two 
companies and the banking and thrift regulators have to apply 
them to thousands of institutions so they need more simplistic ap- 
proaches than what we have. 

Just to give you an example, we are required to maintain capital 
to cover our interest rate risk. And in particular, we are required 
to have enough capital to wittistand a 6 percent^e point increase 
in interest rates. If you finance a portfolio of fixed-rate mortgages 
with shorter-term Uabilities, like liabilities that mature in 1 year, 
that would require capital of about 30 percent — a very, very tough 
capital standard. 

In addition, for credit risk, we are required to maintain enough 
capital to withstand a very serious real estate depression nation- 
wide, something comparable to what was experienced just in the 
Southwest in the 1980*s, but occurring nationwide. 

A very, very tough standard. And again, there's nothing like that 
with regard to banking or thrift regulators. 

Senator FAIRCLOTH. Fll ask this question of both of you, if I may. 

Two weeks ago, Ms. Alvarez testified that derivative exposure of 
the two companies is roughly $176 billion. Two years ago, deriva- 
tives were considered a problem. Is this the case today with your 
companies? 

Mr. Raines. No, Mr. Chairman. We use what are called deriva- 
tives, but really, risk-management toob, in order for us to actually 
reduce risk in our portfolio. 

Sometimes, if you add a lot of big numbere together, you end up 
with a very lai^e number that does not really reflect the actual ec- 
onomics. 

Our use of derivatives has to do with Tnannging interest rate risk 
of our portfolio. The actual economics is a much smaUer number of 
what would happen, for example, if our counter-parties didn't per- 
form. The number is more like a lullion dollar as opposed to the 
hundreds of billions of dollars. 

Senator Faircloth. Exidain that. 

Mr. Raines. Well, if we enter into a transaction, the most typical 
use of a derivative for us would be if we believe we could get a 
lower interest cost by issuing a variable-rate debt instrument, 
swapping that for a fued-rate stream with a mqjor institution on 
the other side. 
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So we are here in fact getting the benefit aS fixed rate. They are 
getting the benefit of variable-rate debt. That is the most conunon 
derivative that exists in the marketplace, very common for all fi- 
nancied institutions find for a lot of commercial firms to use. 

If you add up edl each side of that transaction, you get a very 
large number. The real risk is, well, what happens if they don't pay 
me imd I have to get somebody else to pay me? 

Well, that's a much smaller number, what it would take to go out 
into the market and replace them. 

But we use a v£iriety of tools to reduce our risk. Many of the very 
public cases where derivatives were found to have caused losses 
were people who were using derivatives to expand their risk. They 
were speculating. They were unrelated to the business they were. 
They thought they knew where interest rates were going. The easi- 
est way to bet is to bet on a leveriiged basis. And so they bet on 
a leveraged basis. When interest rates went the other way, they 
lost a lot of money. 

But there are very few cases that I know of that have been in 
the public arena where someone was usit^ a derivative in their 
bxisiness to manage risk that caused a large loss. 

I think our experience with the use of these securities has been 
outstanding and it has allowed us to reduce mortgage rates and do 
that in a very prudent fashion without smy of the concerns that 
have been in the paper. 

I might finish with, one of the earliest examinations our regu- 
lator Old was looking at the use of derivatives by the company. 
'Hiey have had a fiill look at that and they monitor it on an ongo- 
ing basis. We make very extensive disclosures in our financial 
statements about our use of these risk-management tools. And so 
we feel very comfortable that we, like every other nuy'or financial 
institution in the world, are able to use these tools to meet our 
business purposes. 

Senator Faircloth. Mr. Brendsel. 

Mr. Brendsel. Derivatives can be used in the right way and 
they can be used in Uie wrong way. 

In our case, we use derivatives to reduce risk of the company as 
well as to reduce costs. I think derivatives overall give mudi need- 
ed flexibility for us to be able to do this. It means that, as a result 
of our use of them, that Freddie Mac is more safe and sound. In 
addition, ultimately mortgage rates are lower in the miirketplace. 

If derivatives were used to speculate, then, clearly, that would be 
not an appropriate use of derivatives for a company or any finan- 
cial institution, for that matter, but we don't do tnat. 

Senator Faircloth. Again, this is more protecting investors. 

Mr. Brendsel, with HUD regulating your purchases of affordable 
mortgages, what assurance do investors have that the value of 
mortg£ige-backed securities at Freddie Mac will msdntain high- 
quality imderwriting standards and that the securities investors 
are buying are still solid paper? After all, you're not subject to SEC 
registration. So what proted:ion or barometer do the investors have 
that they are buying good paper? 

Mr. Brendsel. First, they have the assurances based on a com- 
pany of 25 years that has been in the business of buying mor^ages 
and pooling them and issuing mortgage-backed securities. Investors 
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have seen over that time the performance of the mortgE^s backiiig 
those mortgage-backed 8ecuritie8. 

Second, I would also emphasize that they have the assurance 
that the laws of the country in this regard, tlie 1992 legislation re- 
quires that the mortgages that we purchase be sound mortgages 
and be safe for the company. 

Third, they have the information that we provide through disclo- 
sure about the mortgages that we purchase, about the mortgages 
that are backing the pools that they issue. We provide extensive 
disclosures of information, fiankly, disclosure of information that 
exceeds the SEC's own requirements of other securities issuers. 

Finally, if all of that fails, they have, of course, the financial 
soundness of the company, our capital, to back up any securities 
that we issue. 

Senator Faircloth. Mr. Raines, at Fannie Mae, your Chairman, 
Jim Johnson, pledged $1 trillion in affordable housii^. Rather than 
HUD deciding numbers and details, which they like to do, why not 
just have a generfd housinggoal? It could be one-peu^graph long. 
We wouldn't need any HIJD regulation. Why not this approadi 
rather than what we have now with HUD peissing out numbers? 

Mr. Raines. Well, Mr. Chairman, we very strongly believe that 
we should set very-high standards for ourselves in performing our 
housing mission. Thats why we undertook the $1 triUion initiative, 
Edong with 11 other parts of that initiative that called for trans- 
forming the mortgage industiy and how it responds to everyone in 
the country. 

We take on that challenge very willingly and it is one that we 
are quite proud of. We will always set high standards for ourselves, 
regardless of what any r^ulatory standards there may be. 

In our view, the regulatory standards established by HUD Eire to 
give the pubUc assurance that the companies Eire, no matter what 
their leadership, going to meet certain minimum standards of per- 
formance. And as su^ we don't have an objection to such mini- 
mimi standards of performance being in the public process. But our 
own internal standards are always going to be high regardless of 
the Govemmentally-detormined standard. We will work diligently 
and will succeed in achieving our $1 trillion initiative. I shudder 
to think what the initiative will be after we finish the $1 trilUon. 
'Rie next lai^ number is quite substantially above that. 

Senator FAIRCLOTH. One more question and I would like each of 

S»u to give me an answer on it. And 111 start with Mr. Brendsel. 
ive me your views on the privatization of Freddie Mac. 

Mr. Bre^NDSEL. I think privatization would be a mistake. It 
would be a txavesty to the Nation's homebuyers. I think we have 
a system that is the best housing finance syst^n in the world and 
you certainly don't want to change that system in any way. You 
only want to make it better. And I think that we are on track to 
make it even better. 

Mr. Raines. I^t, Mr. Chairman, I note that we were privatized. 
Perhaps the Federal Government should have kept a few shares of 
stock, but it chose to sell them all in 1968. Second, I would say the 
mtyor question 

Senator Faircloth. Excuse me, Mr. Raines. What year were you 
privatized? 
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Mr. Raines. In 1968. By 1970, we had bought back all of the 
Federal Government's stock. But 1968 was the date of the official 
privatization. 

I set forth in my testimony four questions I would ask, and I can 
summEirize those into one question. Which is what's in it for the 
consumer? That seems to be the unanswered question in all the 
discussions of privatization. Why is this better for homebuyers? 

I have not seen one proposal under the guise of privatization in 
which homebuyers are better off the day after Fannie Mae was 
privatized than they were the day before. 

I have seen lots of discussions about whether or not other enti- 
ties might be better ofT, but I haven't seen anytliing about what's 
in it for the consumer. 

So if there is a better way of helping the consumer, then we 
think that ought to be explored. But a it can't pass that threshold 
question — what's in it for the consumer? — ^then I think we ought to 
pause and be very careful about changing a structure that is uni- 
versally recogniz&d to be working. 

Senator Faircloth. Well, certainly, I could not agree more. If it 
will not be beneficial to the consumer — ^that's what they were es- 
tablished for and that's the reason for their being. 

Senator Moseley-Braun. 

Senator Moseley-Braun. Thank you. 

I just want to congratulate the witnesses, particularly with re- 
gard to the last response. I very much appreciate your enunciating 
the question: How is the public interest best served here? 

Obviously, there is a public interest in having these institutions 
to begin with. But, I have a question that was raised in a response. 
The question goes to your response, Mr. Raines, to my question 
about the mapping system and how it helps lenders with their fair 
housing activities. 

How do you vei'ify the requirement that a rejected loan is revis- 
ited by a lender? You were saying that you try to get to "yes" and 
if the credit scoring turns a loan down, then there% a live body, a 
human person, that actually gets a chance to revisit the situation. 
How do you verify that? 

Mr. Raines. Our underwriting system is established so that the 
answers that we give are approved and referred. In our system, 
when we are unable to approve a loan, we refer it back to that 
lender and we give them the reasons why it was referred. 

For example, if everything is OK, except there's a question about 
do they have enough money to close, we will tell them everything 
else is fine. You simply have to assure yourself on this one issue. 
Then we have a traddng system as to how they have disposed of 
that loan. And so we can keep track of what was the ultimate dis- 
position with regard to that loan. 

Our lenders, we find, are very eager to make these loans. But 
one of the concerns that they have had is the expense for them to 
try to sort through, is this a good loan or a bad loan? One of the 
things that our system does is it reduces that expense sufficiently 
that they don't have to worry about what they ceill the fat ffle prol>- 
lem and the skinny file problem. Everything is a skinny file for 
them when they use our system. And so, any economic reason for 
them not to move forward with that loan is removed. 
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In the end, it is up to the lenders. In the end, the lenders have 
to obey the law. The lenders have to do what they are supposed 
to do. But we have done everything that we can to position that 
loan so it can be approved that is within the information that is 
been made available to us. 

Senator Moselgy-Braun. I want to ask a follow-up question to 
that, but iirst I would like Mr. Brendsel to respond to the previous 
question. 

Mr. Brendsel. When you compare automated imderwritii^ sys- 
tems to the current process, I think we have to consider that there 
are today probably several thousand human underwriters across 
Uie country that are making decisions that afTect people's lives as 
to whether or not they should get a loan. Some of them are excel- 
lent underwriters. Some of them are very weU trained. But others 
are not. 

I personally believe that based on developments so far, that our 
automated underwriting system will exceed the performance of the 
human underwriters out there today in tnnkiTig decisions that are 
more consistent, more fair, give better service to customers, make 
more loans available, bring new people into the system, and at the 
same time, frankly, bdp ensure that those people that are not yet 
ready for homeowneiship dont get a loan and are forced to undergo 
the tragedy of foreclosure. 

We ^so think that an automated underwriting system should 
be used in conjunction with human underwriters to assure that 
the appropriate information is considered and any special cir- 
cumstances that a borrower has are considered. But by using an 
automated underwriting system, that might be able to qualify 
three-quarters of the applicants, the human underwriters can focus 
on the other 25 percent to ensure that the right decision, the ap- 
propriate decision, is made. 

Senator Moseley-Braun. I am going to let both of you off the 
hook with this next question, but I would like it to be part of yoiu- 
report. The question is whether or not, and if so, what teste or 
what protocols, are used to monitor the possibility of discriminatory 
outcomes from the group of cases that are referred back to the 
lenders? I don't think it^s appropriate to go into that level of detail 
here today, but if you could address this issue in your report to the 
Chairman, I would appreciate the response. 

Mr. Raines. We would be happy to. 

Mr. Brendsel. Siure. 

Senator Moseley-Braun. Thank you, Mr. Chairman. 

Senator FAmCLOTH. Thank you. 

Senator Mosgley-Braun. Aiid here is the real Mr. Chairman. 

[Lat^hter.] 

Senator Faircloth. We have been joined by tiie distii^uished 
Chairman of the Senate Banking Conunittee, Senator D'Amato. 

Would you like to make a statement for us? 

OPENING STATEMENT OF SENATOR ALFONSE M. D'AMATO 
The Chairman. Mr. Chairman, let me ask that my fiill statement 
be placed in the record as if read in its entirety to save time. 
Senator Faircloth. So ordered. 



Digmzcd by Google 



204 

The Chairman. Let me commend j^u and Senator Moseley- 
Braun for holding these hearings. I think it's important to see how 
our GSE's are responding, and I do have two questions. 

I would like to welcome both Mr. Raines and Mr. Brendsel here. 
I Uiink, overall, both Fannie Mae and Freddie Mac are moving in 
the right direction very strongly. 

I tmnk there are some major problems in some of the loan port- 
folio that Freddie is still worlung on. I want to commend Mr. 
Brendsel for really attemptii^ to make a difference because it's a 
very fr£igile thing that holds some of these multifamily complexes 
together. And there's no sense going back, but some years ago, I 
think some rather horrendous loans were made. They just were. 

So they have this potential for multi-millions of dollars and you 
have to work out of them. I think they are beginning to work out 
and I see a better effort now in many areas. 

Hopefully, we have overcome a good part of that and we are in 
a pretty sound flnancial position. I would like to hear from both of 
you on this, but I am interested in whether or not you believe that 
m terms of Affordable Housing Goals, number one, and it may be 
inappropriate for me to ask, but do you think they're realistic? 

Ii you want to answer that, you can. 

And second, do you believe that you will be able to attain or come 
close to these goals? Again, they are goals. In the event, how do 
you deal with economic and market conditions changing? 

Mr. Brendsel. 

Mr. Brendsel. Thank you, Mr. Chairman, and Senator D'Amato. 

I think that it is appropriate and proper that Congress have a 
meems to kind of evaluate and measure how well Freddie Mac is 
doing in meeting the public purpose for which it was chartered. 

One dimension of that public purpose is the amount of activity 
that we have that is directed toward low- and moderate-income 
families and people in underserved areas. 

Congress attempted to provide for that in the 1992 legislation. 
And I think that in the years since the legislation, there nas been 
work by the Department of Housing and Urban Development to im- 
prove the way those goals are established. For example, the old 
Central City Goal, which was based on a flawed measure of under- 
served areas, was replaced with a new and better measure. 

And in terms of the current go£ds for low- and moderate-income 
housing, as well as underserved areas that are in place for 1996, 
for example, 40 percent of our purchases must be cUrected toward 
low- and moderate-income housing, I think that Freddie Mac has 
a refdistic shot and certainly we re committed to try to achieve 
that. I think we will be able to do it in a safe and sound way. 

I am concerned overall that with the process by which these an- 
nual goals are set, I do think that there is some room for improve- 
ment. The way they are now set, as I commented earlier in the 
hearing, to develop reasonable and appropriate Affordable Housing 
Goals, ones that measure appropriately for companies that are at- 
tempting to be leaders in the market, that HUD's approach must 
be to have a good crystal ball, be able to forecast what interest 
rates in the markets are going to do, and in some sense, they must 
have a vote at the Federal Reserve to be able to do that. 

WeU, HUD has neither. 
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For example, if housii^ becomes more affordable because interest 
rates fall, it's going to be harder to meet the 40 percent goal. And 
I don't think tfiat's what Congress had in mind when they estab- 
lished those goals back in 1992. But we would certainly like to be 
able to participate in a process for ways to improve how these goals 
are set. 

The Chairman. So let me ask both you and Mr. Raines, do you 
now participate with HUD as it relat^ to settii^ up these goals? 
Do they factor in your thinkii^, your views, market conditions, et 
cetera? Is there any process by which ^u are involved in arriving 
at these goals? 

Mr. Raines. Under the current process, Senator, it's very hard 
for us to have an ongoing dialogue with them. They construe the 
law and their own regulations to mean that they ceui't speak to us 
any more than they could speak to anyone who came to them. 

The Chairman. OK. • 

Mr. Raines. We try very hard to have that dialogue. They have 
tried very hard within their interpretations of the rules and regula- 
tions to have that. But I think that we could have a more open dis- 
cussion that would be more fruitful if we could just simply sit down 
and actually compare notes as to what they're thinking about and 
what our information may be. 

In terms of your question about the goeils, we at Fannie Mae 
have made a corporate commitment to meet these goals in each 
year. We have met each of the goals in every year — the Central 
City Goal, the Low- and Moderate-Income Go£il, and the Special Af- 
fordable Housing Goal. We believe we will meet the new goals. 

The only concerns I would express with r^ard to the goals really 
are two. The ilrst point is to remember that Fannie Mae is char- 
tered to Eissist the low-, moderate-, emd middle-income families in 
achieving homeownership. I think sometimes we forget about the 
middle. I think the goal should never be construed in a way that 
would cause us to do less for middle-income families in our effort 
to do more for low- and moderate-income families. 

Hie second point I would mention is that although we have met 
the goals in each year, we hope that the purpose of the goals isn't 
to raise them to the level that we finally fail. We don't think that's 
the purpose of the goals. The goals should be to ensure that the 
company has an adequate focus on these target areas. But it 
shouldn't be to find that number that will cause the company to 
fall short. 

The Chairman. Or to become mai^nal in terms of its attrac- 
tiveness for people to invest in, and thereby, make it more difficult 
for you to do your job. 

Mr. Brendsel. Yes. 

The Chairman. One observation, and I mentioned this to the 
Chairman and to the Ranking Member. That it might behoove us 
to attempt to see if we can't bring about better cooperation, and 
maybe if they need a rules change, so that HUD can get, without 
them being concerned, greater input from Fannie and Freddie as 
it relates to the kind of goals that should be set and be attainable, 
and more realistic than just — ^I'm not going to suggest that they 
pull a number out. But I'm saying that the more information, it 
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would seem to me, the more data available, particularly from those 
people in the field, it would seem that that would be desirable. 

^d if, as Mr. Raines and Mr. Breudsel. Pre heard from some of 
your people as well, thev have this problem where HUD Inti- 
mately feels it may not be allowed to speak to them, maybe we 
could deal with that in a way 

Senator Moseley-Braun. Well, that is kind of a problem, Mr. 
Chairman, because, as I understand it, the last set ta reforms set 
up this Berlin Wall. 

The Chairman. This wall, sure. 

Senator Moseley-Braun. And that is part of the difficult. 
Frankly, I would agree with you. I think that, if anything, closer 
collaboration and increased cooperation between HUD and these 
entities makes more sense in terms of achieving all of the pi^lic 
pUHMse goals that we have been discussing aM day. 

How we achieve that -m light of where we have been — the past 
is always prologue in these things. But, I think your point is veiy 
well taken. 

Senator Faircloth. Mr. Raines, you had suggested a goal of 38 
percent, Fannie Mae had and it was rejected by HUD. Is that not 
right? 

Mr. Raines. We were all over the place in terms of numbers with 
them. Probably the bluest disagreement we had with HUD was 
the changing from the Central City Goal. 

Senator FAIRCLOTH. I noticed that you had a suggested goal of 
38 percent and HUD rejected it. 

Mr. Raines. I don't remember the entire path of those discus- 
sions. But whether it's 38 or 40, our performance would have met 
either goal in the last 2 years. 

More crucial, I beUeve, was what we thought was a dilution of 
the focus on centrsil cities. We stiU maintain that goal, that it's not, 
as currently structured, is not the best goal. 

The Chairman. I am just going to make an observation. 

It seems to me that we ought to attempt to find a way that will 
permit better dialogue so that you can share these thoughts, those 
that you have mentioned as it relates to, let's say, centi^ city and 
other arcEis, so that, eventually, they are going to make their own 
determination, but at least they can have a candid and thorough 
review of what your thinking is prior to their determination. 

They Eire going to have to come down with their determination. 
I don't know if there's some way in which they are better served, 
obviously. It doesn't seem to me that there are competing interests, 
but they will be better served with more information. The more in- 
formation you can give them, and not ju^^r sending them mate> 
rial, but by being able to sit and to afit^^Jpn^saional manner 

I would just suggest maybe to t " . .» « 

Member that if our staffs, in Gtmju 
and Freddie, might be able to sit 
all of us together could worts t 
reasonable dialogue to make ti 
can jTou jimip today? And if y 
we are going to 

In other words, the goal s 
be at the expense of inner dxy. 
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if they have your input as to where you're at and what the market 
a>nditions look like, then they can say, OK, this is where we — let's 
go as high as we can. 

Senator Moseley-Braun. And you know, Mr. Chairman, in that 
vein, when the goals were published in December at 40 percent, 
the market for GSE's stocks did not faU at all. In fact, the stock 
prices did better. The GSE's are consistently doii^ very well in the 
market. I think, if anythii^,.we oi^t to look at these goals as a - 
floor and not a ceiling. 

The Chairman. That's not bad. 

[Laughter-] 

I th£mk the Chair and I thank the Ranking Member. 

Senator Faircloth. Do you have any more questions? 

Senator Moseley-Braun. No, sir. 

The Chairman. No, Mr. Chairman. 

Senator FairciX)TH. Well, I want to thank both of you for coming 
today. Let me say that it will be in order to submit any questions 
in writing that any Member of the Committee might have. 

So, with that, the Subcommittee stands adjourned. 

Mr. Raines. Thank you. 

Mr. Brendsel. Thank you. 

[Whereupon, at 11:47 a.m., the Subconunittee was recessed.] ~ 

[Prepared statements submitted for the record follow:] > 
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PREPARED STATEMENT OF SENATOR ALFONSE H. D'AHATO 

Good morning, Chairman Fairdoth, Ranking Hincnity Member Moseley-Braun, 
Members of the Subcommittee, and distinguished paneluts. Chairman Fairdoth, I 
would like to commend you for holding this important oversight hearing today. Con- 
gresidoDal oversight of the Department of Housing and Urban Development (HUD) 
and Government-Sponsored Enterprises is of the utmost importance as Congress as- 
sesses legislative proposals to refbrm or eliminate HUD. With today's tight budget 
consbaints, it is imperative that every dollar allocated for the promotion of alTord- 
able housii^ be stretched to the fulleat 

Today's bearing focuses on the implementation and effects of the "Federal Hous- 
ing Enterprises Financial Safety and Soundness Act of 1992." 1 welcome Mr. Frank- 
lin Raines, Vice Chairman of Fannie Mae and Mr. Leland Brendsel, Chairman and 
Chief Executive Officer of Freddie Mac and \Mk forward to hearing your testimony 
today. 

TWs hearing is very timely. As we analyze HUD'S future mission and how it 
should be fulfilled it would be helpful to leam from Fannie Mae and Freddie Mac 
their views of their respective missions. Specifically: What role do you expect to play 
within the mortgage finance system in the future? What are your comments on 
privatization of your companies? What innovations might be util^ed to leverage re- 
sources to [wovide more housing even though the Federal Government is spending 
Uss? 

I am also interested in testimony on the effects which the "Federal Housing En- 
terprises Financial Safety and Soundness Act of 1992" and HUD'S final rule on Af- 
fordable Housittg Goals have had on Fannie Mae and Freddie Mac. 

In closing, I look forward to the Subcommittee's continued analysis of the future 
of Government-Sponsored Enterprises. Thank you, Mr. Chairman, for providing this 
important opportunity today. 
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Good morning. Chairman Fairdoth, Senator Moseley-Braun, and Members of the 
Subconunittee. It is a pleasure to be here. My name is Leland Brendsel and I am 
-Chairman and Chief Executive OE&cer of the Federal Home Loan Mortage Corpora- 
tion, commonly known as Freddie Mac. 

I want to thank you for the opportuni^ to appear before you to discuss Freddie 
Mac, our vital role in the Nation's mortgage finance system, and our commitment 
to making the American dream of decent, accessible housing a reali^. 

Since our beginning in 1970, Freddie Mac has purchased more than $1.2 trillion 
in residential mortgages. Freddie Mac has financed homes for more than 16 million 
American families. 

Because of the high level of support provided by Freddie Mac and the secondary 
market, Americans enjoy the world's best housing finance system. In fact, our Na- 
tion's mortgage finance system works so well that most Americans take for granted 
its key benefits: A reliable supply of low-cost mortgage credit in communities across 
the Nation, every day. The development of America's mortgage finance system, with 
Freddie Mac as a key partidpant, is a tremendous — and generally unheralded--^ub- 
lie polity and business success. Maintaining this system will ensure that Americans 
in the future continue to receive its many benefits. 

Freddie Mac plays an essential role in creating and maintaining today's housing 
finance system. At the same time, we place a hi^ priority on continually improving 
the system and further extending the benefits of the secondary market to undei^ 
served borrowers and neighborhoods. Our vision is to tap the vast potential of 
worldwide capital markets to finance housing in America, to make the cost of hous- 
ing credit as low as an effident market can make it, to wring unnecessary costs and 
barriers fitun the housing finance system, and to help put people into homes they 
can affbrd and ke^. 



Digmzcd by Google 



Hie Beat Mortgage Finance System in the Worid 
The United States Mortgage Finance System 

The United States has the best mortgage finance system in the world. Every sin- 
gle da^ Americans are served by a syst^ that woi^ to make their housing dreams 

The mortgage finance system worics so well, its infrastructure is virtually invisible 
to most Americans. This ^stem reflects a hi^y competitive, intricate network that 
links blether thousands (» mortgage lenders, loan servicers, mortgage insurers, and 
secondary mariwt entities. 

A wide range of lenders compete daily to orieinste mortga^ loans in the primary 
market. Fed^ally-insured banks, savings ana loan associations and credit unions 
and mortgage bankers, finance companies and other financial services companies 
etonpete to attract homeowner* and homebuyers who want a mortgage loan. Private 
insurance companies compete with Federal agencies such as the Federal Housing 

Administration (FHA)aiicf the r ■ ' '^'^ '"--- "'*" "" 

erage for the risks attei 

ties, such as Freddie M ^_ . ..._ 

against Ginnie Mae, the Federal Home Loan Banks, Federally-insured depository 
institutions, and other financial service providers to liuid mor^ge credit. 

Fierce competition and changing maiket conditions work to create a dynamic and 
fluid system, where the relative roles of the different participants can, and do, 
change dramatically fi^m period to period. 

The type and amount of mor^ge loans originated in the primai^ market can 
vary widely firom year to year. Mortgage originations rise during periods of low in- 
terest rates and strong economic conditions, and Ml when interest rates climb and 
the economy is relativd]r weak. Between 1980 and 1995, total mortgage originatioQS 
have ranged from $97 billion in 1962 to mrae than $1 trillion in 1993. During that 
period, the FHAA^A proportion of mortgage originations has varied troza 25 percent 
m 1983 to 8 percent in 1992. In turn, Uie size of the conventional mortgage market 
has fluctuated fivm $76 billion in 1982 to $895 billion in 1993. 

The types of mortgage products originated also vary from year to year. When in- 
terest rates rise, the snare of ad)UEtable-rat£ mortgages (ARMs) tend to increase. 
When interest rates fall, the proportion of fixed-rate mortgage onginatioiis starts to 
rise. Between 1982 and 1995, the percentage of fixed-rate mortgages originated has 
ranged from a low of 38 percent in 1984 to a high of 80 percent ir -""" 



■econdan market. Consequently, i 
tions, sales of loans t '' • 

1985. 

The constantly changing and intensely competitive mortgage maricet environment 
in which Freddie Mac operates is reflected in dynamic changes in our market share. 
For example, in 1990, Freddie Mac's purchases as a share of total conventional sin- 
gle-family mortgage originations were 15 percent; they rose to 26 percent in 1993 
as millions of homeownera refinanced their mort^ges. Since 1993. Freddie Mac's 
share of the conventional market has dropped. In the third quarter of 1995. Freddie 
Mac's share of total fixed-rate originations was 18 percent, while fixed-rate mort- 
gages were 67 percent of the total single-family mortgage originations. - 

During the past 10 years, Freddie Mac's purchases oT new originations as a share 
of total originations has ranged from 7 peraent in 1988 to 22 percent in 1993. Our 
share of conventional mortgage originations has ranged from 8 percent in 1988 to 
25 percent in 1993, during the same period. 

While Freddie Mac is only part of uie mortjnge finance system, we are at the veiy 
heart of the morUage finance system, Freddie Mac continuously pumps a steatfy 
and reliable supp^ of low-cost mortsage credit throughout the system 1^ tapping 
new si^plies of mortgage capital and channeling those firnds to mortgage lenders. 
The saciwidsty market creates this vital link between w<»ldwide capital maAets and 
American homebuyers. Just as stock and bond markets have put investor capital to 
work for corporations, the secondary mortgage market puts investor capital to work 
for homebuyers and renters. 
The Role of the Secondary Mortcage Masket 

Freddie Mac does not make mortgage loans. Rather, Freddie Mac creates a sec- 
oni^ry market l^ buying mortgages ^tan lenders, padLSging the mortgages into se- 
curities and selling the securities to investors. Mortgage lenders use thie proceeds 
frmn selling loans to fund new mortgages, constantly replenishii^ the nationwide 
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while Freddie Mac and the seeondaiy market are Dearly invisible to most Ameri- 
cans — homeowners and renters bmefit even day. 

Freddie Mac and the secondary market lower mortgage rates and make housing 
more affordable for all borrowers. On average, interest rates on conformii^ mort- 
gages (i.e., mortgages of a size eligible for purchase by Freddie Mac) are appnoi- 
mately one-quarter to one-half percentage point lower than on loans with amounts 
that exceed the conforming loan limit As a result of lower mortgage rates, American 
homeowners save $6 billion to $8 billion in mortgage interest each year. 

Freddie Mac and the secondary market provide a rehable flow of mortgage credit 
We serve every market every day, in good times and in bad. Despite extraordinai^ 
upheavals in tiie mortgage and real estate industries during the past decade, Ameri- 
cans enjoyed an uninterrupted flow of mortgage credit 

• During the saviiu(s and loan cnsis from 1986 through 1989 when the Nation's 
primary source ofmortg^ce credit was failii^, Freddie Mac and Fannie Mae pro- 
vided ^83 billion to meet the credit needs of American homebuyers. 

• When commercial banks tightened lending standards in 1990 to 1992 in the wake 
of commercial real estate losses and the Nation's small businesses experienced a 
"credit crunch," housing credit was readily available. Freddie Mac and Fannie 
Mae pumped $849 bilUon into the prima^ market to finance housing. 

• When interest rates fell in 1993 and 1994, creating record demand for mortage 
refinance, Freddie Mac and Fannie Mae provided $794 biUion to enable Amencan 
famihes to reduce their mortgage rates. 

Freddie Mac and the secondary market provide mortgage credit at nearly the 
same mortgage rates nationwide. When it comes to getting a home lo&n, Am^cans 
are unaffected by local economic conditions or the availabiUty of deposits at their 
neighborhood bank or thrift. Mortgage fimds flow freely all over the country to meet 
the needs of American homebuyers. 

Freddie Mac and the secondary market ensure that there is a wide selection of 
loan products available— including the widely used low-down-payment, long-term, 
fixed-rate mortgage that is unavailable to homebuyers in many other parts of the 

Systemic Problems in the Mortgage Finance System Are a Thing of the Past 

Because of Freddie Mac and the secondary mortgage ma^et, systemic weakneMee 

that historically plagued the mortgage finance system have become a thing of (be 

Before Freddie Mac and the establishment of a secondary mortg^je market fbr 
conventional loans, depository institutions — primarily savings and loans — were the 
principal providers of mortgage credit Local d^Kieita were the main source of funds 
availahle for mortgage loans. This system left mortgage borrowers vulnerable to 
credit shortages resulting from changes in interest rates. For example, when inter- 
est rates rose in the late 1960's, depositors withdrew their funds in search of higher 
e'elds. As a result homebuyers be^me the victims of a shortage of mortgage credit 
"ought about by disintermediation. 

A mortgage finance system reliant on local deposits also left homebuyers vulner- 
able to geographic mismatches between the supply and demand for residential mort- 
gage funds. In the late 1960's, nroblems developed when the supply of deposits did 
not match the mortgage demano. In older, more settled regions of^the country, then 
was an excess supply of household savii^ and low mortgage demand. In East-grow- 
ing regions of the conntty, the demand lor mortgage money outstripped the simply 
as young baby boomers formed households. 

Geographital imbalances in supply and demand resulted in substantial regional 
differences in the cost of mortgage credit Disparities of more than 100 basis points 
in mortgage interest rates betmen older, established markets and newer, rapidly 
- growing markets were not uncommon. 

To deal with geographic imbalances and disintermediation. thrifts bou^t and sold 
mortgages among thunselves. However, the mortgage market was too illiquid to 
correct the mismatch in mortgage credit supply and demand. 
Freddie Mac: A Private Compaqy with a Public Hlaslon 

Congress Chartered Freddie Mac 26 years ago to achieve a ^oal that the mortgage 
finance ^stem had never been able to accomplish — to provide a reliable low-cwt 
ly of conventional mortgage credit nationwide by creating and roaintaining a 
d and stable secondary mortgage maricet Today, the smooth functioning i^Uie 
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Nation's mortgage finance system is abundant proof that Freddie Mac is fulfilling 
this goal. 

Congress succeeded in providing Americans with the best mortgage finance sys- 
tem in the world for one reason: It harnessed the private sector to achieve a public 
purpose. Freddie Mac is not a housing proeram. It is a privately-owned, publicly- 
traded corporatiOD. Freddie Mac is funded oy private investors, not the American 
taxpayers. 

As this Committee observed in 1992: 'Congress created [Freddie Mac] under pri- 
vate ownership and management to bring the entrepreneurial skills of the private 
sector to bear on the accomplishments of public purposes relating to housing. ' 
Freddie Mac's Charter 

Freddie Mac's unique combination of private-sector structure and public-purpose 
mission is reflected in our Congressional Charter. Through our Charter, Confess 
not only gave us the tools we need to do our Job, but also restricted our activities 
so that we would focus on our one and only job. To paraphrase Vince Lombatdi, pro- 
viding reliable, low-coat mortgage credit isn't ev^ything — fbr Freddie Mac, i^s the 
only Diing. 

Unlike other private companies that are free to engage in any lawful activi^, 
enter and exit markets, Freddie Mac has essentially one permissible line of busi- 
ness—the purchase and sale of inveatmenlHiuality mortga^ and related securities. 
In addition, all loans that Freddie Mac purchases must either have a loan-to-value 
ratio of at most 80 percent, or cany private mortage insurance or some other form 
of credit enhancement In addition, Freddie Mac may not purchase mortgages that 
exceed the current conforming loan limit of $207,000 for one-unit properties. 

To enable Freddie Mac to achieve its statutory mission. Congress provided the 
tMceaaarr statutory to(^ In order to encourage the development of tne secondary 
mortgage market and increase the supply of rotolgage credit by broadening the in- 
vesbn- base, Coo^naa authorized d^xwitory institutiona and the Federal Home Loan 
Banks to invest in Freddie Mac securities. Congress also permitted securities issued 
by Freddie Mac to serve as collateral fbr fiduciary trust and public funds under the 
control of the United States. At the State level. Congress authorized fiduciaries to 
purchase investment grade mor^s^e-backed securities, including Freddie Mac secu- 
rities, to the same extent as obli^tions of the United States. 

To provide an additional potential supply of liquidity, Congress authorized the 
Treasury Department-^ its sole discretion — to purchase vq> to $2.25 billion in 
Freddie Mac securities. T%e Treasuiy Department has never used this authori^. 
Although tjiis provision has been described as a line of credit, Freddie Mac has no 
authoiitf to tap this source of funds. 

To facilitate an efficient and liquid secondary mortgage market. Congress author- 
ized the Federal Reserve to act as Freddie Mac's fiscal agent in mxier to permit our 
securilies to trade through the Federal Reserve Bank's book entry system. To enable 
us to issue our securities nationwide without unnecessaiy delay. Congress granted 
Freddie Mac's securities an exemption fitim Federal and State registration require- 
ments. However, Congress made certain that the investor protections provided 
under the antifraud provisions of the Federal securities laws apply. 

Congress tempted Freddie Mac finm State and local income taxes. However, 
Freddie Mac is subject to property taxes in ev^y State. 

Freddie Mac uses the tools provided by our Coiwressional Charter to maintain 
~d improve the Nation's mortgage finance sysf — *— --— u._~.«~™ — j ™t. 

I are the ultimate beneficiaries. 
The Meaning of Governhent Sponsorship 

Ct^leettvely, the responsibilities and benefits provided in our Congressional Char- 
ter ar^ essential to Freddie Mac's success in ndping to create and maintain the 
worid's best mortgage finance system. The Charter not only details the terms of 
Pieddie Mac's unique rdationship with the Government, but is also emblematic of 
tlie overwhelming public intovst in a stnmg and reliable mortgage finance sjntem 
to sun*<^ ^^ American dream of homeowDttship. 

"Iha Nation's commitment to the stability of the mortgage finance system is re- 
flected in the level <^ confidence that investors place in Freddie Mac securities. Our 
Cfaarter enlicitlv states that Freddie Mac's securities are not guaranteed cr other- 
wise badcea b; ue fiill faith and oredit rf the United States. Nmietfaeless. investors 
have been wuling to purdiase Freddie Mac's securities at lower rates than com- 
parable securities. 

■Senate Rqxnt No. 282, 102nd Cone., 2nd S«m. at 36 (1992). 
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Mortgage borrowers— not Freddie Mae— are the principal beneficdarieB of this ao- 



Freddie Mac's Pubuc Mission 

For 26 years, Freddie Mac has made the dream of decent, accessible housing a 
reality for millions of Americans. This is what we do and what we do w^. It's a 
nitment that givea our Nation's homrimyers and renters a chance to live their 



However, it is not enough merely to help put Americans into homes. For us to 
succeed, the people we serve must be aUe to stay in those hmnes. llie American 
dream can turn rapidly into an American nightmare for a family saddled with a 
huge financial oblipition they cannot hope to repay. 

By lowering mortgage rates throudi efSdendes and acceas to capital mariwts, 
Freddie Mac and the secondary mancet make housiiu; more affbrdaUe for all boi^ 
rowers. We've taken a simiile yet successful approach to doing business: Building 
on the strengths of the housing finance system we helped create to «ctend the bene- 
fits of that system to reach the broad diversi^ of our Nation's horoebu^ers and rent- 
ers. As a r^ult, Freddie Mac serves all tvpes of Americans, at all income levels, 
in all kinds of communities, in all parts of tbe covintry. 



stantly improving it — allbws us to reach tl 
not just mehes here and there. By opo'atine this way, we will a 
bousing finance system more inclusive with lasting benefits. 
Freddie Mae Serves Diverse Comrrmnitiea Nationunde 
In 1995 Freddie Mac published Financing Homes ^ a Diverge America, which 

Crovides a significant amount of detail about Freddie Mac's service to American 
ouseholds naticMiwide. TUs publication demimstrates that Freddie Mac brings the 
benefits of the secondary maiket to a wide and divnse range of borrowers and com- 
munities throui^iout the Natum. The report shows that Freddie Mac's general busi- 



B activities finance hoomng aerosa aU smnents tf the convention mortgage 
rket In fact, Freddie Mac's purdiases doedy mirror the activities of the primaiy 
market in terms of the share of busineas fixmi central cities, suburbs and rani 



areas, as well aa by the distributions of bcmnwer inecmie and census tract income. 

Freddie Mac takes (p«at satis&ction in these accMnplishments. At the same time, 
we are continuously improving our business activities to make homeownership at- 
tainable for more families. Furthomore, Freddie Mac has an important role to pUy 
in financing multi&mily housing needs. Freddie Mac is committM to continuing im- 
{Hvvements and innovations so that the benefits of the secondary maiket can be ex- 
tended to more families and nei^iboihoods. 
Freddie Mac't 1995 Affordable Housing Goal Performance 

The principal means by which Freddie Mac has accomplished — and continues to 
accomplish — our statutory puiroees is through our general business activities. By 
extending the benefits of an efficient and innovative secondary market to a {^rowing 
number of Americans, Freddie Mac has benefited fomilies targeted by the housing 
goals. In 1995 alone, we financed houring fbr one million American families. 

Throu^out 1995, Freddie Mac continued to fulfill our mismon In providing the 
Nation with a reliable and low-cost source of roMlgage credit and bringing the bene- 
fits of the secondary market to a wide and diverse range of Americans. By ofTering 
lenders profitable, sound programs we are able to enrand the market and create 
housing opportunities in a way that is sustainable for the long term. 

Freddie Mac purchased $91.7 MlUon in Bingle-&muly and multifamily mortgagee 
in 1995 — more than three times HUVs total """""i appropriations. A substannal 
share of theae 1995 mmtgage purchases financed housing targeted by the hou^ng 
goals: Freddie Mac purchased ¥22.6 billion of mcM-^^es that financed houtdng fbr 
&iw- and moderate-inctnne fomilies (39.0 percent of all housing units financed): 
$18.9 billion of mortgaEes that financed houaingin central citie8^.4 ptt'cent of all 
housing units finanoBA; and $5.5 billion of mortgaf^ that financed bousing fra- 
venr-low-income families or low-income fomiliea living in low-income areas. 

A«ddie Mac's multifamily mtalgage purchases increased dramaticaUy in 1995. 
llw total funding volume was man than $L6 billion, up nearly 75 percent over 
1994. Of the more than 68,000 multi&mily units financed by our mortgage pur- 
chases in 1996, nearly 95 percent were afTordable to low- and moderate-income lam- 
ilies, and more than one-half were located in centeal dties. Furthermore, more than 
tl billion of our purchases met the multifiunily portion of the Special Aflbrdable 
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d low-ineotne fan 
MuUifaTnUy Initiatives 
Freddie Mac's multifamily performance in 1995 demonstrated our reemergeDce as 

^^eemment provider of fiDandng for rental housing. Last year, we purchased $1.6 
ion in multifamily mortgages, nearly two-thirds (ri'whidi ($1.09 billion) qualified 
under the multi&mily component ot the Special Affordable Housing Goal. Freddie 
Mac's multiffunily p^ormance is the stoiy of a commitment made and a «>mmit- 
ment fulfilled. 

Our performance afBrms the strategy we adopted to avoid the mistakes of the 
past, which proved coatiy not only to us but to renters and neighborhoods ill-served 
by imprudent lending. One of the key lessona from that experience was that sound 
multi&mily financing requires well-designed programs that recognize the unii^e 
nature of multifamily finandi^. Freddie Mac now underwrites multifaniily loans in- 
dividually, treating them more like commercial business loans than single-family 
mortgage loans. We believe that this approach will ensure that multifamily mort- 
gage purchases will play a consistent and long-term role for Freddie Mac in Qnanc- 
mg rental housing for very-low-, low-, and moderate-income families, and families 
in underserved areas. 

AfTbrdable housing and multifamily are synonymous at Freddie Mac. Nearly all 
of our multifamily purchases finance rental housing for low- and moderate-income 
families through programs that maintain high credit and quality standards. 
Expanding Markets Initiatiuea 

Freddie Mac is focused on eliminating barriera to homeownership and expanding 
the reach of mortgage credit to all qualiSed borrowers. These efforts will enhance 
Freddie Mac's abiuly to finance homes for very-low-, low-, and moderate-income bor- 
rowers, and borrowers in central cities and other underserved areas. Freddie Mac 
has adopted a three-pronged approach: 

• Community Development Lending: Supporting the revitalization of America's 
neighborhoods by partnering with public, private, philanthropic, and communi^- 
baaed organizations. 

• Affbrdable Lending: Expanding the reach of aSbrdable mortgage credit to all po- 
tential borrowers by making individual mortg^es more attainable. 



a extend credit in an accessible mortgage system. 

In order to be sustainable, an affbrdable housing business should be profitable for 
all participants and achieved through broad-based programs. Freddie Mac's strat- 
egy, therefore, has been to incorporate affordable housing lendit^ into our standard 
purchase programs. Additionally, Freddie Mac experiments with pilot programs; 
provides tocds to lenders to better assess credit qu^ty; and identifies and removes 
inappropiiate and artificial barriera to homeownership. 
There Is No Cost to the Government 

Because Congress harnessed the private sector to fulfill a pubUc purpose Freddie 
Mac benefits homebuyere and renters at no cost to the Government. There are no 
appropriated funds. 'There are no Federal loans. There are no explicit Government 
guarantees. 

Instead, Freddie Mac is one of the country's largest Federal taxpayers. Freddie 
Mac has paid more than $2 billion in Federal income taxes over the past 6 yeare. 
Freddie Mac also pays the Federal Government for the cost of our safety and sotmd- 
ness regulation. Freddie Mac has paid $12.6 million to the OFHEO since its incep- 
tion in 1993. 

Freddie Mac uses private capital to achieve its public purpose at no cost to the 
Government Freddie Mac has approximately $6 billion in private capital. More than 
135,000 investors, including mutual funds, pension funds, and other institutional in- 
ytaiom imreaeiatme hundreds of thousands of individual investors own 179 million 
shares of Freddie Mac common and 34.5 million shares of preferred stock. 

Freddie Mac competes with all other private sector companies for investor capital. 
Investors demand a sufficient rate of return on their capital. And in 1994, Fr«ddie 
Mac provided a 19 percent return on equity to investors— comparable with the 19.9 
percent return on equity reported bv the top ten performing commercial banks. 
However, Freddie Mac competes with all companies — not just banks — for capital. 
According to Fortune magazine, the "top ten" well-managed firms averaged a 27 per- 
cent return on equity for their shareholders. The top ten firms, rank^ by income, 
returned more than 24 percent to shareholders. 
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Providing ■ sufficient return to our shardwldera is the onl^ way to ensure that 



In 1991, the Department of the Tieasury, the Office of Hdanacrament aod Budget, 
the Congressional Budget Office, and the General Accountine Office submitted re- 
ports to Congress on the Rnaneial safisty and soundness of neddie Mac and other 
seconds^ market entities. The reports tmifoimljr concluded that Freddie Mac is wdl 
manoAed and operates safely and soundly. However, in li^t of the critical role that 
FrediUe Mac plura in the mortgage finance qstem. Congress concluded that l^isla- 
tion to ensure neddie Mac's continued safety and soundness was appropriate. In 
October 1992, Congress enacted the "Federal Housing Enterprise Financial Safety 
and Soundness Ac^(the 1992 Act). 

STATE-OF-'niE-ART CAPTTAL STANDARDS 

In adopting capital requirement for Freddie Mac, Congress develc^>ed capital 
standards that reflect the unique risks that we undertake. Congress Kgected the im- 
position of capital standards based on bank c»' thrift capital ratios because Freddie 
Mac is not a hank or thrift Banks and thrifts have lines of bunness that invest 
in everything &om Third Worid debt to car loans. We have one line of business— 
invesbnent quali^ home mtvtgages. Banks and Quifts do not operate nationwide — 
so thor risks are dramatically pvater than ours. 

Instead of traditional bank and thrift a^ital requirements. Congress adopted dy- 
namic state-of-the-art risk-based capital requirements that are custom-tailored to 
address the risks that we ccmfitmt in our business. 

The 1992 Act requires Freddie Mac to pass a stringent economic stness test 
Under this test, Freddie Mac must hcdd sufficient capital to withstand a 10-year 
period during whkh credit losses equal, on a nationwide basis, the worst actual 2- 
year regionm experience. In additicm, capital must be sufficient to survive interest- 
rate fluctuations more volatile than any previously experienced by Freddie &Iac in 
its entire 25-year history. Bqrond this, Ireddie bfac must hold capital of an addi- 
tiMial 30 percent above una stress test level to absi^ any possible management and 
federations risk. 

In our view, the stress test in the 1992 Act is tou|^er than any other Fedn^y- 
imposed capital requiremrait. Freddie Mac is confidsit that we will pass this test 
OFHECs Role 

Ctmgress created the Office of Federal Housing Enterprise Oversight (OFHEO) to 
cany out the safe^ and soundness requirements under the 1992 Act Congress gave 
OFHEfAn important but focused job. &>ecificaUy, OFHBO is authorized to examine 
Freddie Mac to ensure compliance with our capital requirements and to take the 
prompt corrective action specified in the Act to address capital that is deficient or 
erodii^. Under the Act, as lone as Freddie Mac is adequately capitalized, OFHEO 
has no role to play in Freddie Mac's business affairs. 

Congress estabushed OFHEO as an independent safe^ and soundness regulator. 
Freddie Mac believes OFHEO's independence is essential and should be retained. 
HUD'S Role 

The 1992 Act also gave HUD certain regulatory responsibilities with respect to 
Freddie Mac. GeneraUy, we thinh that the 1992 Act struck an appropriate balance 
between oversight of Freddie Mac and our need to operate in an extremely competi- 
tive environment without unwarranted interference and micromanagement. 

hud's primary responsibility under the 1992 Act is to develi^ and to monitor 
Freddie Mac's performance a^inst certain Affordable Housing Goals. Congress es- 
tablished Affordable Housing Goals to provide reasonable benchmarks against which 
to measure Freddie Mac's activities m serving certain segments of the mor^nge 
maiket Accordingly, the 1992 Act requires the Secretary of HUD to establish an 
annual goal for mortgage purchases relating to three areas: (1) low- and mederate- 
income housing; (2) cenbal cities, rural areas, and other underserved areas; and (3) 
' ' ■ » < - 'amilies in low-income areas and very-low-io- 

HUD issued final rules establishing and implranenting the Affwdable Houaiiig 
Goals ef&ctive in January 1996. 

In acier to estaUish reucmable goals, HUD must predict, among other things, the 
future sise of the overall cmventioiial mortgage market, the relative share of dif- 
ferent segments of the market, as wdl as future economic conditions, "nie accuracy 
of these predictions is critical to aettiiig goals that Freddie Mac can reasonably be 
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expected to meet Any single year's achievements are Krounded in market condi- 
tifma. Shifla in the mortgage market affect the housing (fecisions and characteristics 
of mortgage borrowers r«f1wted in our purchases. 

Market conditiona affecting the pool of mortgages available for sale to the second- 
ary maiket may vary fomi year to year. Interest rates and general economic condi- 
timis aSbct the Qrpes of roortgage products being used b^ the borrower (such as 
fixad-rate versus adjustable-rate), the level of Federalty-msured mor^ges origi- 
nated, the relative number of refinanced mortgages in the market, the size and com- 
pontion of the housing market, and the propensity of lenders in the primary market 
and other investors to increase or shrink their mortgage portfolios. 

Interest-rate variations, alone, have a profound unpact on the mortgaf^ market, 
both on its size and its compoaition. Dedining interest rates draw in more borrow- 
era, as the relative cost of horoeownetship (or investment property debt service) de- 
eliiies, making homeownetshlp accessible to families with lower-income levels, and 
cattsing existmg borrowers to consider refinancing to a lower rate. Rising interest 
rates have the opposite effect Higher interest rate levels and larger difierences be- 
tween fixed-rate and adjustable-rate mortgages affect the overall ARM share of the 
market Tlie difference in rates can have a major impact on Freddie Mac's ptxfbrm- 
ance because ARM's are less likely to be oflmd f<^ sale in the mor^ge market 

'The rapiditv with which economic conditions can change the character of the 
mor^ge marlcet was evident in 1994. In that year, the economy expanded; the un- 
employment rate fell; there were high levels of consumer confidence during much 
of Gie year and the rate of price inflation remained low. Most importantly, interest 
rates during the first part of 1994 were at levels lower than they tiad been for near- 
ly 25 years, making housing more affordable than it had been in ^ars. 

However, as increasing economic activiW fueled additional business and consumer 
credit needs, the Board of Govenuxs ot the Federal Reserve System ("the Fed'O be- 
came concerned about a poasible acceleration of inflation. The Fed raised intovat 
rates six times during 1994 totaling three-quarters of a percent, resulting in a high- 
er cost of funds for the primary and secondary rowtgage markets. 

In the single-family market, 30-year fixed-rate mortgage rates rose fivnn an aver- 
age of 7.17 percent in December 1993 to 9.18 percent 1 year later, and initial rates 
on l^ear. 'n^asuty-indexed a4justable-rate mortgages increased firom 4.23 percent 
to 6.71 percent over the same period. Thia dramatic rise in rates quickly ended the 
unprecedented mortgage refinance boom that fueled the record volumes of single- 
fiunily originations m 1992 and 1993. While refinances accounted for roughly 60 
percent oforiginations in eariy 1994, their share fell to only 10 to 15 percent in the 
laat few months of the year. The and oT the refinance boun directly resulted in a 
26 percent dedine in total residential originations in 1994 from the previous year. 

tfonethdera, the sin^e-fiunily housing market enjoyed an excellent overall per- 
formance as family-income growth, declining unemployment rates, height^ed 
consumo' confidence, and an increase in residential real estate returns ofiset the 
dampening effect of the mortgage rate increases for most of the year. Housing starts 
reached i£^ highest levti in 6 years. Home sales were up 4 percent and home pur- 
chase originationa rose over the previous year. The primary morteage market re- 
corded its third largest annual level of activity in 1994, following the record-setting 
vcdume of the previous year. 

As 1994 illustrates, realistic predictions of future mortgage market activity and 
economic cmditiona are virtually impossible to achieve. 

In this rmard, the Affordable Housing Goals assume that the favorable economic 
conditions Uiat have made mortgage lending affordable in the past 2 years will not 
only continue but improve. This is reflected m the escalation of our Affordable Hous- 
ing Gofds from 30 percent in 1995 to 40 percent in 1996 and increasing to 42 per- 
e«it in 1997 through 1999. We are veiy proud of our performance in serving low- 
and moderate-income homebuyers and renter, but Congress and HUD should recog- 
nize that tHs in large measure reflects low-interest rates and other important eco- 
nomic factors that led to favwable conditions for affordability. As the last couple of 
weeks in the bond and stock markets have demonstrated, those conditions can 
change, literally overnight 

PrMdie Mac will exert every effort to meet our conmitment to Congreaa and to 
homebuyers across the country. 1 believe that our strategies to expand the reach <^ 
the mortgage finance system to those who are currently underserved will succeed. 
AffcHdaUe housing goals that seem reasonable when issued can be rendered unreal- 
istic by changes in economic and mortgage market conditions that were unantici- 
pated and unforeseen. 

The vuInMvbili^ of the goals to changing market conditiona ia particulariy unfor- 
tunate in light of the tremendous resources devoted to their develc^ment HUD 
spent an enormous amount (^ time and money preparing massive studies of the his- 
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■ In th« past 2 years, we have coDunitted over |266 million of financing and ctoee 
to $40 million m equity investments to help more than 4.400 families with spedat 
bousing needB. 

• We have opened 20 new Partnership OfGces to establish long-term working part- 
nerships with undeiserved communities around the countr;, including offices in 
Chariotte, Chicago, Baltimore, and Boston. We will open 5 more by September of 
this year. We have comprehensive investment plans, totaUing $40 bilhon, under- 
way in 16 cities, 

• We have provided, over the past 2 years, S11.4 billion of the $50 biUion in afford- 
able multifamilyhousii^ finance we pledged to deliver by the year 2000. 

• We have expanded the Fannie Mae Foundation by making a contribution of $350 
million in common stock to the Foundation to finance its philanthropic activities 
in housing and community development. Aa a result. Foundation giving will grow 
substantiaUy. 

Fannie Mae carries out its important homeownership mission at no cost to the 
taxpayer. The company receives no Federal appnipriationa, our debt is not guaran- 
teed, and all of our debt instruments are requirea by law to state plainly that they 
are not backed by the full faith and credit of the Federal Government In fact, the 
company ia one of the Nation's largest corporate taxpayers, having paid over $4 bil- 
lion in Federal income taxes in the past 5 years. 

In addition to being one of the Nation's top taxpayers, Fannie Mae is one of the 
Nation's largest and most effective private coiporaaons. Since 1965, Fannie Mae has 
been rated by Forbes magazine as the Nation's most productive financial services 
company, and is number two on Forturw magazine's list of moat admired diversified 
financial institutions. As of the end of 1995, Fannie Mse is the largest corporation 
in America, measured by assets, and the top supplier of residential mortgage credit 
in each of the 50 States. We also are one of the Nation's moat ef&dent private cot^ 
porations. Fewer than 3,300 employees manage the more than $775 billion in mort- 
gage loans in our portfolio or covered by our j^arantee. 

As Fannie Maes financial strei^tb has grown, the company's management has 
worked to ensure that the ccnnpany is effectively capitalized for the risks it faces. 
Since 1990, the company has more than doubled its capital reserve. Today, Fannie 
Mae has nearly $12 tillitm in equity capital. Our financial safety and soundness reg- 
ulator, the Office of Federal Housing Enterprise Oversight (OFHEO), has certified 
in every quarter since June of 1993 that Fannie Mae meets the minimum capital 
standards set pursuant to the 1992 Housing Act. 

OFHEO is currently working on developing a risk-based capital standard that we 
also must meet. This standara is based on a "stress test" that measures our per- 
formance under severe interest rate and nationwide credit stresses that last a dec- 
ade. This approach is consistent with how Fannie Mae has assessed risk for years. 
We believe when OFHEO comes out with their regulations, they should find that 
Fannie Mae has enough capital on hand to survive this stress test, and still haue 
capital remaining. No other type of financial institution is subject to a standard that 
captures risk better or more dynamically than the risk-based standard mandated in 

Fannie Mae uses a variety of techniques to manage the credit and interest rate 
risks posed by our mortgage portfolio. These include: 

• The use of underwriting standards that have proven to be vety reliable predictors 
of creditworthiness. 

• A nationally diversified portfolio that insulates us from the risk of regional 
downturns. 

• Risk-aharing on high loan-to-value loans with mortgage insurers. 

■ A focus on low-, moderate-, and middle-income markets that typically experience 
the most stable home prices (the average size of the loans we own or guarantee 
is $77,000). 

> A loss mitigation program that woiks with families to cure delinquencies and 
avoid foreclosure. 

■ The use of callable debt, which gives us the flexibility to match our debt to our 
assets when interest rates rise or falL 

These risk-management technitjues, along with our capital reserve, ensure that 
Fannie Mae is efiectively capitalized to handle the most severe stress scenarios. 
Fannie Mae will never impose a cost on the American taniayer, which is exactly 
what Congress intended to ensure iriien it passed the 1992 Housing Act, 

In foct, one of otir tt^ priimties is to reduce the costs American families face when 
they goto buy a hMne. One of n^ major rewonsibilities at Fannie Mae ia to oversee 
our new tedmology development efi&ta. We want to use technology to save time 
and money in the mcstgage approval process. The mortgage finance system has 
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• Is a constant source of umovation and outreach for the entire housing finance in- 

• Poses no cost or risk to the taxpayer. 

• Adds billions to the Federal Treasury in Federal income tax payments. 

We believe this system nuxximaea hcnneownership opportunities in the United 
States, especially for first-time homebuyers and low- ana moderate-income families. 
Fannie Mae is proud to lead this system and to carry out the homeownership mis- 
sion Congress has given us. I look, forward to answering your questions. 
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Unit 



• Persons of Hispanic origin may be of any race. Totals tor race do 
not include the Hispanic origin population, 

entails individual ownership at an aparcment or house in a developn 
ot like units and joint ownership of common sreas and grounds. 

Source: 1990 Census of Population i Housing, Summary Tape Files 14 3 
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